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CHAPTER I 


The Place of Financial Statements 
in Modern Business 

Analysis of general value. Among the subjects important to 
those connected with the administration of business is that of finan- 
cial statements, a subject that may be studied from either of two 
viewpoints — construction or analysis. The construction of financial 
statements is the work of the accountant, and an ever-increasing 
number of accounting textbooks are devoted to an exposition of that 
field, ^he present volume, however, is concerned with the analysis 
and interpretation of financial statements, which is the aspect of the 
subject having more general interest. For every accountant engaged 
in the construction of a statement, large numbers of persons are 
interested in the use of that statement — the executives, who need 
information upon which t*o base their guidance of the destinies of 
the busings j the bankers, who must have sufficient information to 
justify the making of loans; credit managers, who require adequate 
facts as a basis upon which to extend credit ; and investors, who 
demand a sufficient record of financial success to warfant their pur- 
chase of the securities of the business. Even the accountant will find 
it valuable to study the analytical side of financial statements, in 
order to acquire the viewpoint of the users of his product and to 
give his work more than the mere technical accuracy required of 
certified statements . 1 His reports should be so framed as to possess 

1 As the result of suggestions, the C\ ^nuitfee on Terminology of the American 
Institute of Accountants added the interpretative function to its original defini- 
tion of accounting: “Accounting is the art of recording, classifying and sum- 
marizing in a significant manner and in terms of money, transactions and events 1 
which are, in part at least, of a financial character, and interpreting the remits 
thereof '* Italics (ours) represent the addition made in Research Bulletin No. 9 
(1941) to the eaMier statement in No. 7 (1940). Probably most accountant* 
would regard their work :»? limited to the preparation of the^urnmary financial 

3 



4 FINANCIAL STATEMENTS IN MODERN BUSINESS 

a maximum of usefulness for interpreting the financial situation that 
•they are intended to picture. 

Although emphasis is thus placed upon the widor utility of the 
analytical side of this topic, no disparagement of the study of the 
constructive side is intended. The student or businessman who by 
actual practice has learned by what steps and upon what principles 
statements are constructed is to that extent belter qualified to 
analyze the resulting product. What is needed, however, is more 
particular attention to the; ultimate end that most persons wish to 
attain by such study. The question that confronts the majority of 
people who come in contact with financial statements is, “What are 
the significance and meaning of the figures presented?’* 

Before we discus* the subject, it may be well to point oub certain 
factors that have operated to bring about an increased use of finan- 
cial statements. The most important arc (1) large-scale production; 
(2) governmental regulation, particularly of public service corpora- 
tions; (3) income tax legislation; and (4) the regulation of security 
issues and the security markets by the Federal government nmder the 
Securities Act of 1933 and the Securities Exchange Act of 1934. 2 The 
spread of common stock ownership has made the publication of 
adequate statements essentia 1 . An increasing number of economists, 
labor leaders, and legislators recognize the value of and use financial 
statement information in their w*ork. 

Lprge-scale production. Large-scale production is one of the out- 
standing characteristics of the present industrial era. A primary 
motive for greater size has been the economy of large-scale operations 
in various fields. Savings have resulted from the use of labor-saving 
machines too expensive and too huge in their productive capacity to 
fit into the small plant, from large purchases of raw materials by 
trained buyers, from the division and specialization of labor, as well 
as from more skillful methods of marketing. But although on the 
one hand this trend toward large-scale operation has been effecting 
economies, on the other hand it has been making necessary a new 


% statement- in a form suitable for interpretation by the various nonaccountant 
users. That their training now lays more emphasis on interpretation is a recogni- 
tion of need for a knowledge of the end use to insure statements in a form 
suitable* for such users. 

2 For another view, .see P F. Brundage, “Milestones on the Path of Account- 
ing/’ Harvard Bum ness Review , July 1951, pp. 71-81. 
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The purpose of this book is to explain* how financial statements 
are read and understood. The needs of the banker, the credit man, 
the investor, and the business executive, rather than those of the 
accountant who constructs these statements, *are given first place. 
Nevertheless the accountant has beconje increasingly impressed with 
the need to*know how his work is used and interpreted by the various 
kinds of statement users. Study along these lines gives him a point 
of view that enables him to turn out a product — the financial state- 
ment — that will have maximum utility. Even professional men need 
to be good businessmen and to understand their market. 

When the first edition of this book was written, the user was taken 
for granted, and the literature 01* analysis and interpretation con- 
sisted chiefly of scattered articles and pamphlets, although Account- 
ing already* had a well-developed complement of textbooks. Today 
the situation has changed somewhat. Some of the chief debates about 
proper accounting form arise from the varying reaction of different 
classes of statement readers. There are books available on statement 
analysis, but for the most part the businessman anfl the business 
student arc still invited to study bookkeeping and accounting to 
appreciate how to use statements. As a result, many learn much 
about Construction, but only incidentally about interpretation. Al- 
though a grounding in accounting methods is of first-rate utility in 
business, it would still seem that accounting education has been 
more adequate for the future professional accountant than for the 
more numerous class that will read the financial statements for the 
information they may convey. 

This bias is«somctimes reflected in the criticism that books such 
as this offer examples of poor and iinj>erfect statements. A book on 
statement asmfysis must enable the reader to interpret good and 
poor statements in all^he variety in which they are found in practice. 

iii 



PREFACE TO FOURTH EDITION 

< I^ast, as well as current, practice must be understood if the analyst 
is to go back into a corporation's previous financial record. 

Much progress has been made, especially since World War II, in 
making statements more intelligible to the layman by sifnpler termi- 
nology and changes in form. Nevertheless only s^udy and acquired 
familiarity with statements can develop an adequate understanding 
and appreciation of what they can tell the alert reader. The tre- 
mendous improvement in the quality and quantity of information 
offered since the first editi©n of this book appeared is hard to realize. 
Less of the Sherlock Holmes is needed today. Yet the potentialities 
of useful information to be had can be fully realized only as study 
and experience develop the eye for the significant relations discussed 
here. These relations disclose profitability, solvency, and ‘relative 
performance within the industry. 

A book such as this should be only the starting point for a fruitful 
and interesting excursion into the realm of financial statements. 
Such an approach should prevent a blind memorizing of textual 
matter to the neglect of meaning and mode of application. Dry fig- 
ures should become a vivid story of the financial ad\*entures of a 
business enterprise. 

In spite of the extensive rewriting of the material for this edition 
to bring it abreast of current developments, the essential structure 
of the book remains unchanged. Part I •is devotofl to the general 
principles of analysis. Basic accounting principles are reviewed, but 
only as they are important for interpretation. Illustrations are used 
to give concreteness for the beginner and to provide precedents 
which the advanced reader may pursue for further detail. In this 
section, the problems of smaller business units (so important to the 
banker and the mercantile credit man), as well as those of the larger 
corporation, arc considered. The examples and point of view are for 
the most part those of merchandising and manufacturing business. 

The second part of the book treats particular types of statements 
under three divisions: the public service industries, industrial, and 
financial corporations. For the sake of convenience, the holding com- 
k pany is placed in tins third category although some instructors prefer 
to place it at the beginning of this section. No attempt has been 
made to include all types of business. Those included are among the 
most important and should be sufficient to illustrate the method of 
attack. For example, air transport companies lrave much in common 



PREFACE TO FOURTH EDITION 

with “industrials” virtue of the competitive aspects of their ve^y 
fluctuating business ; in traffic analysis, regulation, and the service • 
nature of their business they have much in common with the Tail- 
roads. Savings and loan associations and mutual savings banks 
occupy places of first-rate financial importance but their statements 
will not appear strange to the student who has covered other finan- 
cial businesses covered here, especially £he commercial bank, and 
who appreciates the fundamental financial relationships. The general 
emphasis in this second section is on the affairs of the large corpora- 
tion and the long-term investor and management points of view. 

The author should like to express his appreciation to all of the 
credit men and bankers, instructors and students who have made 
criticisms and suggestions for this edition. Bfe would like each to 
feel that he # has made a contribution to«the stream of education which 
it is hoped this book will feed. His debt is especially great to the late 
Dr. Charles W. Gerstenberg, who first suggested the book and gener- 
ously contributed suggestions from his very considerable experience. 
He is also indebted to his friend and colleague, the late Professor 
C. Lloyd Sweeting, for his aid and inspiration with the initial edition. 
Professor Thomas A. Budri, vice dean of the Wharton School of 
Finance and Commerce, University of Pennsylvania, gave valuable 
editorial Kip in the subsequent revised edition. 

Mr. Harry L. Kunze has assumed responsibility for the arduous 
job of preparing the problem material, which is based upoi^ his 
teaching experience at the University of Wisconsin in Milwaukee. 
Special acknowledgment is made of the large contribution of ideas 
for both text and problems from Professor D. W. Curry, professor 
of accounting at Southern Methodist University. 


Harry G. Guthmann 
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type of administration — one that is able to understand and control 
a large organization through the instrumentality of accounting and 
statistical reports. The day has largely passed when the management 
could enjoy’ a face-to-face relationship with the men and the opera-** 
tions of a business or an industry. 

The relationship has become impersonal not only within the indi- 
vidual organization but between businesses as well. The increased 
facilities for transportation and communication have widened mar- 
kets immensely. Although individual owners and partners are more 
numerous than ever, business operations in Ynany fields are largely 
conducted by corporations. The complex co-operative efforts of the 
latter require summarizing. Some means must be provided to convey 
essential financial results of the activities of the entire organization. 

No adequate idea of the oorporatioA’s properties can be had from 
inspection, but the elements of strength and weakness may be 
studied from a financial blueprint. Such a statement of condition is 
found in the balance sheet. A summary that will show the profit- 
ability of the multitude of changes constantly taking place as the 
result of operations, is also compiled. Such an account for a period 
of time is known as a profit and loss, or income, statement Although 
the income statement might seem of interest only to the owners of a 
business, itl* significance is broader. If the capital of a business is 
drained by losses, the ability to pay creditors may be seriously weak- 
ened. Shrinking capital may so handicap the business as to luring 
about its death with t .rious consequences for labor and the commu- 
nity as well as for the suppliers of capital and credit.^ 

Ability to interpret the abstr ict figures compiled by the accountant 
makes possible executive contiol of large-scale industry and conse- 
quent social economies. Today the ability to analyze financial re- 
ports is essential in bridging the gap in personal relationships created 
by the size of our business units. 

Regulation of public utilities. A second factor that has tended 
to develop a better quality of financial statement, and so to increase 
its study, is governmental regulation. When public service corpora- 
tions on a larjge scale first came into existence, the government 
adopted the policy of granting a multitude of charters. In certain 
instances, parallel railroads were chartered and constructed. At that 
time, competition was considered as the only force needed to regu- 
late commerce. Inevitably, however, there developed a tendency 



6 FINANCIAL STATEMENTS IN MODERN BUSINESS 

toward unification as it became apparent that public service corpora* 
tions rendered the most economical service when operated as monopo- 
lies. In the absence of the restraining influence of competition, regu- 
lation by governmental commissions became necessary for the proper 
protection of the public, particularly against unreasonable charges. 
The first and essential step was standardization of accounting pro- 
cedure, in order to obtain correct and adequate data for the con- 
struction of financial statements. 

For railroads engaged* in interstate commerce, the Interstate 
Commerce Commission has prescribed what accounts shall be kept 
and their content. In most states public service commissions have 
put into effect standardized account classifications for the different 
kinds of utilities. Financial reports published under the rules of these 
various regulatory bodies have become invaluable to the investor 
and the economist. 

Income tax accounting. A third influence that has made the use 
of accounting records more common and so made more available the 
material necessary for^ financial statements is the operation of the 
income tax law. This law became constitutional for the Federaf gov- 
ernment on March 1, 1913. A number of the states have also adopted 
the tax as a part of their fiscal programs. One of the most striking 
things brought out in the administration of the law T was .the number 
of businessmen either entirely without information or in possession 
of yery inadequate figures in regard to the condition and operations 
of their businesses. Consequently, it has been necessary for the tax 
authorities to insist upon the keeping of suitable accounting records. 
The tax law has had a powerful influence upon accounting practice. 
As will be seen later, however, accounts kept for tax purposes may 
not be adequate for all purposes. 

Federal security regulation. The Senatorial investigations of 
various financial practices following the crash of 1929 brought home 
very clearly to the public the paucity of published information in 
many of the cases questioned. Huge sums had been raised by pro- 
moters and investment bankers on the basis of such slender informa- 
tion that, in effect, the investing public was participating in blind 
pools. This situation was met in the Securities Act bf 1933, which 
compels a full disclosure of pertinent facts in the qase of security 
flotations involving interstate commerce or the use of the mails. 
Again, corporate administrations, sometimes owning but small 
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amounts of securities in the concerns they managed, pursued on, 
occasion a policy of concealment that showed little appreciation of" 
the principle ofc.trusteeship that should be effective in such cases. 
The latter Situation was dealt with in the Securities Exchange Act 
of 1934, which, through the powers vested in the Securities and Ex- 
change Commission, regulates the organized stock exchanges and 
requires corporations with securities listed on such exchanges to 
supply suitable financial statements. This regulation has resulted in 
more adequate reports from the corporations whose securities are 
listed or have been distributed to the public since 1933. The differ- 
ences among the various kinds of business make uniform reporting, 
such as is usual for a given kind of public service corporation, difficult 
to prescribe. Occasionally, the objection is raised that very full re- 
ports may give competitors undue advantage, especially if the com- 
petitors are not publicly financed and so not obliged to make similar 
disclosures. 

The Securities and Exchange Commission developed and made 
mandatory financial reporting which had been initiated by the New 
York Stock Exchange. Although Exchange officials created high 
standards for companies seeking to list their securities, they lacked 
the power of a governmental regulatory body in applying npw rules 
of a strijteC sort to old companies. Much of their work was persuasive 
rather than mandatory in nature, so that many reports of well-known 
companies were quite inadequate. 3 Full credit is due, however to 
those corporate officials who recognized their position of stewardship 
and rendered full and detailed reports without outside compulsion. 
Even today, the reports of regulated corporations vary greatly in 
their informative quality, especially in background material that 
is difficult to require by regulation, yet is invaluable for interpreta- 
tion. 

Analysis for executives. Although each of the four above-men- 
tioned factors has tended to increase the use of statements, the first 
— the growth in size of the business unit — is the leading influence. 
Within the business it has forced the executive to feel the need for 
suitable accounting control; outside the business the banker, the 
merchant, creditor, and tha investor have come to rely largely upon 
the financial statements in making their decisions. • 

3 W. Z. Ripley cited cases of lack of adequate publicity in Main Street and 
Wall Street (Boston: Little, Brown and Co., 1927) in Chapters VI and VII. 
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« 

. The first and most important function of financial statements is, 

’ of course, to serve those who control and direct the business, to the 
end of securing profits and maintaining a sound financial condition. 
Management needs a considerable amount of accounting informa- 
tion to supplement the two summarizing financial statements. Fig- 
ures on costs of various products and on the operations of various 
departments and geographical divisions, as well as more frequent 
and detailed data, are essential In the task of control and direc- 
tion, many problems are •involved, and the assistance of reliable 
information is invaluable, although the exact nature of the assistance 
obtainable from tfte utilization of financial statements can be under- 
stood only after the principles of analysis have been developed 
the features that merit attention pointed out. Management must 
watch the over-all picture as well as the details. Questions as to how 
efficiently the capital of the business is being utilized, how well credit 
standards are being observed, and whether the financial condition is 
improving may be answered from the statements. 

Using analogy, we may say that the financial statements wiy serve , 
the business executive as gauges and charts serve the engineer. Al- 
though nobody will assert that the ability to read gauges and similar 
instruments makes an engineer, anybody will admit that one should 
use as many devices as possible to register automatically the im- 
portant things, so that his decisions may be made more intelligently. 

Although appreciating the place and importance of statement read- 
ing in administration in the field of business, many businessmen lack 
ability or trailing, or both, in this direction, even though much has 
been accomplished by widespread education in accounting in recent 
years. The accounting profession has helped to improve understand- 
ing not only through its regular day-to-day work, but also through 
its professional organization. The American Institute of Accounting, 
especially through its Committee on Accounting Procedure, has 
worked steadily at improving statement terminology and standards 
of procedure. The American Accounting Association, representing the 
university teachers of the subject, has contributed valuable official 
pronouncements as well as encouraged individual contributions of 
members to the literature of the field. * 

Analysis in (ranking. After the executive, there ^s probably no 
one quite so much interested in the details of the finances of an en- 
terprise as the banker. The banker stands in a particularly confiden- 
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tial relation to his justomey'Because of the very narrow margin of 
profit in banking, caution is so necessary that it has become a pro-* 
verbial characteristic of the banker. In general, the commercial 
banker discounts the notes of his customer for a short period, say, 
thirty to ninety c^ays. He wishes to be assured, not merely that these 
notes will be paid ultimately, but that they will be paid when they 
come due. 

The policy of the Federal Reserve banks favors short-term paper. 
The logic of this policy rests upon the demand liability nature of 
commercial bank deposits, which supply most of the funds for its 
lending. Although since 1935 the Federal Reserve banks have been 
permitted to make advances upon any bank assets judged acceptable 
under the regulations of the Board of Governors of the system, re- 
discounts or loans upon paper of not ritore than ninety days’ maturity 
at the time of rediscount are favored. 4 (As a practical matter, the 
rise of Government obligations to a leading position among bank 
assets after the early 1930V, resulted in most Federal Reserve credits 
taking the form of “advances” secured by such short-term issues. 
Traditional rediscounts sank to a minor role.) In order to determine 
eligibility, it is customary to require financial statements of bor- 
rowers. 

Althqugl] it is true that the banker seeks liquidity, he may feel it 
necessary to use leniency .in periods of stress. His debtor occupies 
the position of a client rather than that of an ordinary custojner. 
This means that the baiiKer’s analysis, in the first instance, should 
be thorough. He should extend credit only where the situation is 
fundamentally sound, even though the advance is theoretically only 
temporary; and then, if it becomes necessary to cam' his customer 
along, he can do so with confidence. 

Another development that has increased the need for thorough 
banker analysis is the rise since 1935 of the term loan. This credit, 
unlike the traditional short-term commercial banking paper, runs 
for an extended period, say three t ' f*^e years. The principal is repaid 
by regular amortization that is designed to retire the whole indebt- 
edness during the term of the loan. Such a loan, requiring a longer 
period of repayment, presumably is a greater burden in relation to 

• 

4 Loans under Sections Id and 13a of the Federal Reserve Act. An exception 
is made for agricultural paper, which may be for nine months. Regulation A as 
revised October 1, 1937. 
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the borrower's means than the usual commercial paper and eo en- 
tails a greater credit risk. Moreover, the longer the credit period, 
the greater the opportunity for adverse developments that may cause 
losses. 

The banker will usually secure his statement from the borrower. 
In an effort to check the information from an independent source, 
a credit report may be drawn from the general mercantile agency, 
Dun & Bradstreet, Inc. Usually, the chief value of these special re- 
ports will lie in the other supplementary information they furnish 
relative to the business history, the payment record, and the stand- 
ing of the borrower. A most valuable resource of the banker in mak- 
ing his analysis lies in the personal interview, in which it is possible 
to find out the borrower's explanation of any extraordinary <jtems or 
apparent abnormalities. 

The personal interview must be regarded, however, as a supple- 
ment to, and not a substitute for, financial statements. In the past 
bankers were often inclined to underrate the utility of the statements 
and to rely too greatly upon the impressions created in the personal 
interview. This mistake was most natural when the art of statement 
interpretation was young and often unfamiliar, when statements 
were poorly prepared, and when giving them was often resisted by 
prospective borrowers of worth. This former attitude is reflected in 
the report that Adolph Ochs, the builder of the great A ?Jw York 
Times } when in 1904 he had to borrow $2,500,000 to erect the Times 
Tender in what is now Times Square, proudly refused to give banker 
creditors a detailed account of his finances, stating that such a state- 
ment was appropriate on only two occasions: when a man was going 
into bankruptcy and when his administrators appraised his estate. 5 

The experience of a small bank that had extended credit to a local 
manufacturer for a considerable period without obtaining any ade- 
quate statements is illustrative of what may happen when too much 
reliance is placed upon personal impressions. During the period in 
which credit had been granted, the indebtedness had slowly in- 
creased; and when a statement of condition was finally demanded 
and analyzed, insolvency was only too apparent. The bank had been 
financing a growing deficit. Yet, in this instance there should have 

been ideal credit information, for the bank was serving a small com- 

% 

5 Meyer Berger, The Story of the New York Times, 1861-1951 (New York: 
Simon and Schuster, 1051), pnge 152. 
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munity and had built up intimate relations &ith its customers. It 
is evident that this very intimacy had made the banker careless in • 
his demand for, and scrutiny of, financial statements. 

This case is not to be regarded as characteristic of present-day 
banking business. Stricter bank examinations have reinforced the 
lesson of the many bank failures during the early 1930’s. Save for 
small personal Mans, which require a special form of investigation, 
a bank invariably demands either a financial statement or specific- 
collateral security. The specialized credit^ department of the modern 
American bank, with its complete information files, is but a logical 
development of changed conditions in two important respects. In 
the first place, the growth of keen competition makes it essential for 
a bank.to know more precisely the conditioned a customer so that 
it may grant him as large an amounted credit as is merited in order 
to avoid losing his patronage; and, second, the bank’s customers are 
spread over a larger area and have increased in numbers to «uch an 
extent that their relations are more impersonal ami statements con- 
stitute the only means of securing a complete picture of the financial 
situation. 

Analysis in mercantile credit. Another field where the use of the 
financial statement is important is that of mercantile credit-granting; 
that is, the granting of credit by one merchant to another. The mar- 
gin of g*Dss profit in this sphere has been wider than in banking, and 
there has existed a feeling on the part of some businessmen that the 
work of credit-granting was incidental to the main work of bifying 
and selling. This attitude has made difficult the work of those other 
credit-granters who have approbated the importance wf care in credit 
extension if profits are to be reaozed and who have sought co-opera- 
tion among creditors in exacting adequate information from their 
debtors. 

The usual object of granting a credit term is to permit the cus- 
tomer a period in which he may realise on his merchandise. This 
term may vary from one to six months, depending upon the kind of 
business; and in that respect it similar to the short credit term of 
the commercial bank. The attitude of the merchant, however, is es- 
sentially different from that of the banker. The former is seeking 
an outlet for his specific goods and is willing to grant credit to open 
that outlet and thereby obtain a profit; the latter lends for the sole 
object of obtaining interest on his funds. This greater inducement 
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for the merchant to extend credit is the chief reason for his lower 
standard of credit. In a practical sense, though not in a legal sense, 
manufacturers and wholesalers make their customers partners in 
the profit-making job of distributing goods to the consumer. Such 
“partnership'' is seen in the growing aid on accounting, buying, and 
selling methods given to retailers by their trade creditors in an effort 
to prevent the extinction ot the former by the corripetition of chain 
stores. 

With the increase in competition has come a tendency for the 
margin of profit to decline, which, in turn, has gradually increased 
the need for improving the credit risk. In spite of this fact, much 
credit is still based on references. If a house has a record for prompt 
payment, it is eligible tor further credit. The argument seems to run, 
“If he has paid, he will continue to pay.” That this argument per- 
haps holds true is a tribute to the worth of the debtor rather than 
to the soundness of the reasoning. A concern with a good record may 
be financially weak, and a slow-paying house with a poor record 
may be essentially sound. The true state of affairs would, in any 
case, be revealed by a properly prepared financial statement., ^because 
such a statement would indicate the probable reason for past prompt- 
ness or slowness and suggest what might reasonably be expected in 
the future. 

The value of statements has been recognized by the National Asso- 
ciation of Credit Men almost since its organisation in 1896. It has 
encouraged the wider use of this type of information by adopting a 
uniform statement, blank which it supplies at a nominal cost. It 
may be noted* in passing that this action in adopting a uniform 
statement blank in 1898 preceded similar action of the American 
Bankers 7 Association by a year. In its educational work it has urged 
the advisability of securing these statement blanks and having them 
properly filled in and signed by the credit applicant. 

False statement laws. Written statements so obtained are likely 
to be more accurate than information obtained verbally. The mere 
fact of writing the figures down in black and white makes for cau- 
tion. In addition to this, the law protects, the holder of a signed 
• statement. 6 The protection afforded is threefold. • 

6 For a full treatment of the remedies for defrauded creditors, see Arthur E, 
Fixei, Fabe Financial Statements (Albany, N. Y.: Matthew Bender <& Co., Inc,, 
2nd ed., 1934). 
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1. In practically every state there is some form of statute punish- 
ing those who obtain property by means of false representations'; 
Such statutes are usually found in connection with the law relating 
to larceny; In this form, the law has been found unsatisfactory be- 
cause of the legal difficulties in the way of completing all the re- 
quired evidence. For example, it is usually necessary to prove the 
delivery of the ‘property to the defendant. And inasmuch as goods 
in transportation pass from hand to hand and finally to some em- 
ployee of the customer, it is frequently *a task of unusual difficulty 
to supply this one point of evidence, even though if is practically 
certain that the goods have been received and used by the customer. 

2. For the above reason, legislation lias been sought in order to 
make the giving of a false statement for the purpose of obtaining 
credit an offense in itself. The National Association of Gedit Men 
has been instrumental in securing a special false statement law. The 
only evidence required under this law is that necessary to prove (a) 
that the defendant made a false statement ; ( b) that, he intended that 
the statement should be relied on; and (c) that he gave it, for the 
purpose of securing credit. Under such an act the question is not 
raised as to whether there was a ‘‘fraudulent intent,” but only as to 
whether the debtor gave out a false statement for c red it # purposes. 
The spread of such a law to the majority of the important commer- 
cial stafer, is indicative of the wide use of statements as a basis for 
mercantile credit, and of the feeling of need for assurance as to their 
reliability. 7 

3. Under the Federal law punishing those who use the mails for 
fraudulent purposes, a person -ending a false statement in writing 
makes himself liable to even more severe punishment than is pro- 
vided under state laws. 8 The law is verj similar m its evidence re- 
quirements to the false statement law used in the states as described 
under heading 2. The vital difference is the necessity of proving, 
when the case is prosecuted under the Federal law, that the state- 
ment in question was sent threueh the mails. It is to insure against 
the loss of the postmarked wrapper that the property statement 

7 Credit ManXuil of Commercial Laws — 19 at (New York: National Associa- 
tion of Credit Men, 1951), pp. 352-353, 355. 

* United State* Code, 1946 edition, as amended tc 1951 by Supplement IV, 
Title 18, Part 1, Chapt/ . S, Section 338 (Washington, D. C.: U. S. Government 
Printing Office, 1951) 
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. blank of the National ' Association of Credit Men^ referred to above, 
.4s printed on a form that, when folded, makes its own mailing enve- 
lope. 

Analysis for investors. Turning from the banker and mercantile 
creditor to the investor, we find a somewhat different problem. 
Whether buying an interest*in a firm or purchasing,the securities of 
a corporation, the investor’s interest in the enterprise will be con- 
tinued for a number of years instead of for a few months. If he is 
buying an interest in a partnership, he is concerned with the net 
value of properties, the amount of earnings, and the financial strength 
of the business and the partners. If he is a prospective stockholder, 
his problems are practically the same, except that in a corporation 
there is likely to be a more complicated financial structure and his 
foothold may be more precarious owing to the greater number of 
obligations taking precedence over his interest as stockholder. The 
bondholder has a much easier problem of analysis. Under normal con- 
ditions, he is protected by a margin of property values in excess of 
his claim and by a surplus of income over the requirements*for his 
interest. His problem is to assure himself that the margin of safety 
is sufficient to meet the requirements of his financial position and 
temperament. 

Investors as a class need to know, first, that the whole financial 
structure is strong — not merely that the' concern will be able to 
meet* current obligations; and, second, that there is sufficient evi- 
dence in the history of its earnings to warrant a belief in future 
growth, or at lqast reasonable stability. One of the advantages arising 
from analytical ability is that it opens up a wider range of invest- 
ment possibilities and a consequent increase in income without a 
corresponding loss of safety. To the person appreciative of the power 
of interest accumulations, increased return, small though it may 
appear to the uninitiated, is no inconsiderable attraction and suggests 
the value of a more thorough knowledge of how to study a financial 
report. Thus, so small a sum as $10 per month when saved regularly 
over a period of forty years would equal $4,800; but if 3 per cent 
interest compounded half-yearly were added, it would amount to 
$9,162. If, however, the rate earned could* be raised to 4 per cent, 
the accumulation* would reach $11,626; at 5 per cent, it would be 
$14,902; and at 6 per cent, $19,281. 
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The search for higher return often means the assumption of in- 
creased risks. If losses ensue, they counterbalance the higher return^ 
The problem of the investor is to avoid risks which are likely to 
consume all of the extra income, or “premium for risk.” This end 
may be achieved by avoiding investment fashions or by selecting 
less well-known and less marketable commitments. Only by the most 
conscientious analysis of the record and study of the outlook can 
extra net return be realized, except as it occasionally arises from luck. 

The investor seeking statements will find them supplied for practi- 
cally all important corporations in Moody’c Manual of Investments , 
which supplies information in separate volumes op (1) railroads, (2) 
public utilities, (3) industrials, (4) governments and municipals, 
and (5^ banks, finance, and insurance. Suitably indexed supplements 
of current information are published between the annual volumes. 
The Corporation Records of Standard & Poor's Corporation contain 
statements and other financial information in loose-leaf form. The 
Commercial and Financial Chronicle , Barron's , The Nev: York 
Times , and the Wall Street Journal are widely used for current 
financial information. Most corporations issue to their stockholders 
annual financial reports, which are sometimes condensed when re- 
ported by the agencies just mentioned. On the other hand, the invest- 
ment services sometimes supply details reported to the 'Securities 
and Exchange Commission that are not found in the annual stock- 
holders' report. The latter is not always in sufficient detail to be 
wholly satisfactory. 

The influence of the investor is doubtless one of the strongest forces 
working for financial publicity. Even before the rise of Federal 
regulation, one of the requiremeits of the New York Stock Exchange 
and of the Midwest Stock Exchange was that the corporation must 
agree # to file its balance sheet and annual statement of operations 
before its securities could be listed for trading on these exchanges. 
The movement for publicity is made effective by the competition for 
the investor’s capital and by the desire for lower interest rates. Public 
confidence is a valuable thing to the financier. 

Corporations whose financial statements are issued under the re- 
quirements of the Securities and Exchange Commission or other regu- 
latory bodies often report more fully than they otherwise vrould. 

Value of statement publicity* Thus far the utility of our subject 
to the executive, the banker, the trade creditor, and the investor has 
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been briefly outlined. Important as these uses mgy be and broad as 
Ahese interests are, particularly in the case of the last class, it may 
not be too far-fetched to suggest that the public, as such, has a real 
interest in learning “how to read figures,” This statement may not 
apply to the general public, but it certainly applies to that part of 
the public that leads our thinking in economic matters. The pro- 
fessional economist, the journalist, and the legislator, when dealing 
with business, all stand in need of a much clearer understanding of 
this field, toward which so. much of their attention is turned, than 
is usually possessed. • 

Big business, because of the power it wields, offers a convenient 
target for attack in times of unrest, regardless of the fairness of 
the censure. When a half-dozen business units supply practically the 
whole demand for an article throughout the United States, their very 
size gives them economic power that makes their policies a matter 
of considerable social importance. If mystery surrounds their opera- 
tions, there is bound to be misrepresentation; the only avenue of 
escape from a serious hostility is publicity. Business is generally 
charged with being extortionate by those who are little acquainted 
with its ways rather than by those who are familiar with them, for 
the latter jare acquainted with its losses as well as its gains, 

A general feeling of hostility toward big business date's b^ck to 
the early period of railroad history when the railroads were ftgarded 
as financial footballs by the warring “speculators” of that time. 
Public welfare was disregarded, and a “public-be-damned” attitude 
was current. Subsequent regimes have had to bear the stigma then 
acquired, with* the result that legislation has been harassing and 
repressive rather than helpful and constructive. In view of the com- 
mercial importance of the railroad’s services and of large-scale busi- 
ness generally, this attitude is unfortunate. However, it can only be 
regarded as the logical outcome of the past. When the public is 
disregarded and uninformed, it is quite likely to step in and enforce 
its rights with a harsh, if not an unjust, hand. 

Certain companies, notably in the meat packing, dairy products, 
and chain grocery store fields, have adopted the plan of presenting 
in popular advertising form the relatively small amfiunt of their 
profit compared with their total sales. Others have al^o shown how 
the sales dollar is divided among the various costs. The shares that 
go to wages and to capital are of particular interest. Often a full 
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statement of the facts is valuable in refuting loose statements that 
exaggerate the extent of profits and so make for social conflict. 

The logic of a policy of frankness is well stated in the following 
advertisement of the General Motors Corporation: 

In recent years there has developed an increasing tendency on the part of 
forward-looking corporations to take their stockholders and the public more 
fully into their confidence. 

With few exceptions, hardly any business of the first magnitude is any 
longer a private enterprise. Most of the major industries are publicly 
owned, and their operating officials recognize both the obligation of frank- 
ness to the owners and the benefit which can accrue from widespread public 
support based on complete public understanding. 

General Motors has been privileged to take an advanced stand m promot- 
ing this new era in the relationship between so-called "Big Business” and the 
people. • 

The Corporation publishes not only annual and quarterly statements of 
earnings. It also publishes each month exactly how many cars have been 
sold to the dealers and delivered by them to the public. By statements to 
stockholders, and by frequent releases to the financial sections of the daily 
newspapers, timely and accurate information is giv®n regarding its opera- 
tions both in this country and abroad, its investments m related industries, 
and the important developments in progress and plans 

General Motors believes that this policy of telling the fact* has done much 
to strengtlpm the confidence of the American people in their important 
industru^ and that this increased confidence is well reflected m the generally 
increased number of owners of common stocks. 

The stockholders of General Motors, who were less than 2,000 in#1917, 
increased to more than 71,000 at the beginning of 1920, and are more than 
240,000 at the present time. IBv 1951, the number was over 478,000.1 

Financial statements must meet varying needs, some of which dif- 
fer, for example, as between that of the commercial bank making a 
short-term loan and that of an investor for the long term, or between 
the requirements of the tax collector and those of the management 
anxious to give its best judgment of condition and operations. Man- 
agement is resorting to simplifu ' vports to inform employers and 
improve small-stockholder relations. But these presentations may be 
inadequate for even the* moderately skillful statement reader to say 
nothing of the professional staff cf the financial institution or the * 
investment advisor details that dull the interest of the average 
reader may be essent’-l to inform the professional. The needs of the 
latter should be met even at the risk of boring the average reader 
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for a few pages. Successful financing depends uppn the good will of 
Ahe skillful minority as well as the general public. 

The accountant’s work must try to reconcile the needs of the vari- 
ous users so as to achieve the greatest possible usefulness. In trying 
to adopt procedures and rules that will make for uniformity and 
comparability as between companies and periods of time, some needs 
may go unsatisfied. Herein lies the desirability for more skillful state- 
ment reading and for a management policy that supplements, the 
statements so that they will aid the corporation’s credit, create good 
will, and yet serve as an honest accounting of stewardship to the 
various elements of the economic community. 



CHAPTER II 


The Construction of the Balance Sheet 

The two statements. There are two financial statements — the 
balance sheet and the profit and loss statement. Before these state- 
ments can be appreciated and interpreted, it is necessary to under- 
stand the general principles governing their construction; conse- 
quently, this and the next chapter review some of the basic elements 
of accounting. Such a review will only cover the basic principles 
necessary for analysis, which should be familiar to the student of 
elementary accounting, and will ignore the procedures and record- 
keeping involved. 1 Our starting point is a description of the general 
way in which each of the statements is put together and their interre- 
lation. After this survey the two statements are more thoroughly 
explained, and in succeeding chapters the methods of interpretation 
are given. 

The purpose of the balance sheet is to show the financial condition 
of the business on a c rtain date, generally at the time when., the 
books are balanced and closed at the end of the calendar year or at 
the end of a fiscal year ending m some date other than December 
31. The earnings statement summarizes the changes that have taken 
place since the date of the preceding balance sheet and that have 
affected the owner’s share in the business by either loss or gain. The 
balance sheets might be described as financial cross sections taken 
at certain intervals and the earnings statements as condensed history 
of the growth or decay between *he cross sections. 

Titles. The balance sheet, whicn is the more used of the tw T o state- 
ments in some fields, such as short term credit granting by banks 
and trade creditors, is given various titles, partly because of a lack 

1 For the reader who ha** not had such a course too recently* the study of a 
suitable accounting textbook will be a valuable supplement to these two chap- 
ters; e.g. t H. A. Finney a us\ H. E. Miller, Principles o) Accounting, Introductory, 
especially Chapters 1-4 (New York: Prentice-Hall, Inc, 4*h ed., 1953). 
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of uniformity in accounting practice and partly because of different 
conditions under which the information is obtained. The more usual 
titles are: 

1. Balance Sheet, or General Balance Sheet. 

2. Statement of Financial Condition. 

3. Statement of Financial Position. 

4. Statement of Assets and Liabilities. 

5. Statement of Resources and Liabilities, 

6. Statement of Assets, 'Liabilities, and Capital. 

7. Statement of Worth. 

8. Financial Statement. ' 


The title, “Balance Sheet, 7 ’ is used most frequently: and when it 
is used, the implication is that the figures have been taken from 
the balances shown on the books of account. The same is generally 
true for balance sheets published under the other titles, at least for 
larger businesses or wherever the statement 1ms been prepared by 
an accountant. Small concerns with poorly kept or inadequate rec- 
ords may offer figures that are at least partly estimated. In^such 
cases the title “Financial Statement” is probably used most often. 
That term is so general that it is better not to use it when referring 
specifically to a balance sheet. It is better applied to a whole report 
consisting of balance sheet, earnings statement, and any other per- 
tinent financial data. 

The title “Statement of Affairs 75 is used only when an enterprise 
has reached the insolvent stage. Then assets are shown at values that 
it is expected may be realized in liquidation with the amounts of the 
various claims against those values. In contrast, the accounts of an 
ordinary business are said to reflect asset values and claims on a 
going-concern basis. 

A not uncommon practice in connection with new financing, mer- 
ger, and recapitalization or reorganization is the preparation of a 
hypothetical balance sheet that adjusts the regular balance sheet to 
reflect the changes which are contemplated, such as an increase in 
cash and in the outstanding securities. Such a statement, “after giv- 
ing effect to” the proposed changes, is called a pro jforma balance 
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reorganized into tvvfl corporations separating it« mot ion-picture-pro- 
ducing and theater properties. Profit and loss statements were pre- 
pared for the operations of that year on a pro forma basis as if t lie 
business had been operated bv two separate companies. 

Form, The customary form of balance sheet, which accountants 
call the “account*’ form, shows the properties and t Ik u* values on 
the left-hand side* of the sheet and the claims or interests or equities 
resting in this property ranged against them on the right-hand side. 
The English piactiee reverse- thU order" 

The foregoing reasoning might properly be enrinztd because 
legally the creditors have claims not again-t property but against 
persons: those who own the bu-ine^s in (hi, .case of the -ole pro- 
prietorship and the general paitnership; the artificial person, the cor- 
poration, iw the cast* of the incorporated business. An answer might 
be made that these persons would have little ability to pay without 
the assets. Nevertheless, the analyst will find \i useful to remember 
that the creditors are best protected not by particular assets but by 
a going concern. This concern is directed by human beings who utilize 
the assets to generate through operations a cash flow that pays debts 
as long as the business is a solvent entity. 

A simple. balance sheet might, read as follows: 

« ** 

ORANttE GROCERY STORE 
J. R. P WkINSON, PROPRIETOR 



Balance Sheet. 

December 31. 1951 

• 

Assets 

Liabilities and Capita! 


Cash 

$ 1,200 

Accounts Payable . * 

3 2.000 

Accounts Receivable 

. . . . 2,500 

Notes Payable 

2,000 

Merchandise , . 

8.500 

Mortgage Payable ... ... 

8,000 

Fixtures . . , . 

500 

Net Worth 

15,700 

Land add Building 

15,000 




$27,700 


$27,700 


For the reader accustomed to uriug statements, this form, which 
places the liabilities directly opposite the assets from which they 
must be paid, is especially useful. Later we shall see (Chapter VIII) 
how it may be desirable’to place the liabilities and owners* equity 
below the assets in order to have the figures for each year in a single 
column. That Arrangement permits a readier comparison of the 
changes in the various balance sheet items for successive years. 
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Assets. The assets are all the properties that belong to the busi- 
t ness. If the business is conducted by an individual or a partnership, 
the balance sheet does not necessarily include all the property on 
which the creditors may levy for the payment of their claims. Every- 
thing the proprietors own, whether used in the conduct of the busi- 
ness or not, with the exception of certain articles that are exempt 
by the laws of the various states, is subject to creditors' claims. 2 
This possibility of going outside the business for the settlement of 
a claim is important in judging the credit rating of unincorporated 
businesses, such as that of the typical independent retailer. The re- 
ports of the geneVal mercantile agency, such as Dun k Bradstreet, 
Inc., aim to include $ny outside property and debts, not only for 
their bearing on the real worth of the debtor but as indication? of 
the outside financial activities of the owners. < 

One of the most vital points in understanding the construction of 
this side of the balance sheet is a knowledge of how the asset values 
are arrived at. In defining a balance sheet, it, was stated that its 
object was to show the financial condition on a certain date; yet 
the asset values, generally speaking, show the cost at which they were 
acquired. This variation from what would appear to be the common- 
sense method, that of using the current values at the date of the 
balance sheet, may be best explained by a brief statement nnd ex- 
planation of the principles that govern the standard accounting 
practice m asset valuation. 

1. Rule of valuation at cost. In general, the value shown is the 
cost of the property at the time acquired. This amount, it assumed, 
was determined by market condition* and consequently is not of a 
theoretical or arbitrary nature. Tin 1 rule has certain virtues. It pre- 
vents arbitrary manipulation by an interested management ;* it has 
become the most common basis for determining invested capital for 
rate-making purposes in the case of public service corporations sub- 
ject to governmental regulation; and it makes possible more accu- 
rate determination of profit or loss when the asset is filially disposed 

2 Exemptions of homesteads, personal property, and wages that are free from 
the claims of creditors under the laws of the several states and the rights of 
married women thift are rele\ant to credit anulvMS may he fotund m up-to-date 
form m the Credit Manual of ('omtruraal Law* published annually by the 
National Association of Credit Men (New York). Other state laws are sum- 
marized on mechanics’ and landlords’ hens. 
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of. Finally, the cost* of obtaining disinterested and useful asset ap- 
praisals at annual intervals would often be high relative both to 
the profits and to the usefulness of the information obtained. 

The relation of the problem of accounting valuation to earnings 
will be more appafent when we come to study the earnings statement. 
The possibility of supplementing the balance sheet figures when sucli 
information has sufficient utility for the analyst will also be con- 
sidered. 

w/2. Chief exceptions. The most important exception to the rule 
of valuation at cost is found in the case of those goods that are the 
stock in trade of the business and are being constantly bought and 
sold. Thgse are the items that usually appear* as either “Merchan- 
dise” or ‘‘Inventories.” Although cost .may be used for these items, 
the use of “Vost or market price, whichever is the lower of the two” 
seems to be the most common rule. This rule, like some other account- 
ing “principles,” is one of practical expediency rather than logical 
consistency. 3 The consistent use of market value when it is more 
’ than cost would increase the inventory value and so the owners’ net 
worth. But to show an “unrealized profit” is to violate one of the 
basic accounting rules. No such objection is made to showing an 
“unrealized Joss” when the market value of inventory is below cost. 
The wilfir.jhess to treat the two situations differently is partly con- 
servatism, which is virtually an accounting principle, and is partly 
attributable to the wholesome desire to avoid misleading eredifors 
by showing such an important asset at more than current value at 
the date of the balance sheet. • 

Another point to note is that the valuation of the stock in trade 
is very often obtained independently of the accounting records by 
an actiral physical count. Inasmuch as the selling price is different 

* A s (Icorge 0. May has slated it: . I should warn you that the terminol- 
ogy of accounting is somewhat loose an- \ *gue . . Wh* n vou hoar a reference 
to an accounting ‘principle,’ you may fin-1 that in reality it is nothing more 
exalted than a convention or rule of convenience.’’ Journal of Accountancy, 
May, 1937, p. 334. His lecture on “Improvements m Financial Accounts" pro- 
vides a useful historical background as well as a discussion of the problems of 
uniformity and ofVune possible, lines for improvement. His statement should be 
regarded as a practical recognition that accounting principles are working rules 
sanctioned by expedience rat* w than as any disparagement of account ing. For a 
fuller discussion of accounting principles and conventions, see H. A. Finney and 
H. E Miller, Principles of Accounting, Intermediate (New York: Prentice-Hall, 
Inc., 4th ed, J051), pp 117-129 
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from the purchase price, it is often inconvenient to keep a record 
of outgoing merchandise at its cost and so comparable to the account 
of incoming merchandise. Many businesses keep a record of pur- 
chases only at cost and of sales at selling prices, so that an accurate 
current record of the inventory balance cannot be toad from the books 
of account. This situation makes necessary a counting and a valu- 
ation of the stock whenever a balance sheet is to be made. Even 
when there is kept at all times a constant record of the amount of 
the stock by the perpettial inventory method, it is verified from 
time to time by count . 4 

Another asset*that is customarily valued at the lower of cost-or- 
rnarket on the same -basis as inventory comprises temporary invest- 
ments held as a support to^cash in order to meet emergencies or 
unknown future needs. Such holdings arc usually termed “Market- 
able Securities/’ and are shown close to the “Cash” in a properly 
arranged balance sheet. Permanent investments will ordinarily follow 
the general rule of valuation at cost. 

3 Modifications of the cost rule. Many assets used in thefregular* 
operation of the business are subject to a lowering of value that is 
not due to market price fluctuations. Plant and equipment tend to 
wear out. Balances owed by < ustomers (accounts receivable) are 
practically certain to be subject to some bad debt loss** Allowance 
for decreases in value of this sort, is sometimes made by a deduction 
fr<fm cost before placing the figures in the balance sheet. In order, 
however, that original value may be known, it is preferable to show 
all such deductions or allowances on the face of the statement. In 
this way, the first principle of valuation is not changed but merely 
modified. The form for displaying this deduction is discussed below 
under Reserves. 

In order to emphasize these principles of valuation, it might be 
well to add that it is ordinarily improper to alter the original cost 
to show either appreciation or depreciation in value where the change 
arises from fluctuations in market price, except in the case of depre- 
ciated inventories and temporary investments as noted above . 5 

Purchases of assets. The rule that, assets shotfld be shown at 
cost, although meeting the accounting requirement leaves unstated 

4 For a fuller discussion, see ibid., Chapters 16-18, "Inventories.” 

5 For the exceptional treatment, see page 84, footnote 10. 
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the method of payment — a matter of the greatest importance to 
one who seeks to interpret the balance sheet. Property may be pur- 
chased by a corporation and paid for in any of three different ways: 
with cash, with property other than cash, or with stocks and bonds 
issued by the corporation. Where the purchase is by cash, the prob- 
lem of analysis is*simplified by the fact that, when cash passes, it is 
usually safe to assume that the assets thht the corporation has ob- 
tained have a market value fully equal to the amount paid. In the 
case of assets obtained in exchange for other property or for securi- 
ties, the valuation is set by the financial jnanagers, and may be 
highly exaggerated or ultraconservative, according to the tempera- 
ment and motives of those in charge. The most familiar example of 
overstatement is found in those newly promoted companies engaging 
in speculative enterprises. The only cpst. to the corporation when it 
pays with its own securities is the expense of having the certificates 
printed. As a result, a stock certificate is as likely to be issued for 
$1,000,000 as for $100,000 if it suits the purposes of the company's 
management. 

Although this chapter is concerned with the manner in which the 
balance sheet is put together rather than with the method of ana- 
lyzing it, the foregoing discussion has indicated the following points 
upon which.the analyst should be informed: H) the extent to which 
good acfcovlnting practice is likely to have been employed; (2) the 
probable changes in value — appreciation and depreciation — that have 
occurred but that have not been recorded on the books; (3) # the 
method of purchasing the assets; and (4) the honesty and tempera- 
ment of the management. • 

Liabilities. Strictly speaking, a liability is a debt or an amount 
owed to someone who has a right of action at law. Reference to the 
simple statement of the Orange Grocery Store (page 21), however, 
will show that the claims against the business are not all liabilities, 
in the strict sense of the word, The items on the liability side are 
of two kinds, those representing claims of creditors and those repre- 
senting the claim or equity of the owner. The former show' the 
amounts owed by the enterprise to trade creditors, banks, and, in 
certain cases, bondholders. These persons or concerns supplied a part 
of the property and have a claim for a fixed number of dollars. 

The owners' claim or equity, on the other hand, is not for a fixed 
amount, but is the value remaining after the subtraction of the debts 
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from the assets. If any of the assets change in value, it is the owner’s 
equity that registers a corresponding change on the opposite sides 
of the balance sheet. In this way. the contributions of the owner or 
owners of a business serve as a financial shock absorber for the cred- 
itors, providing them with what is often referred to as a “margin of 
safety.” 

^The balance sheet, theij, might be defined as the dual financial 
picture of an enterprise, depicting, on the one hand, the properties 
that it utilizes, and on the other hand, the sources of those properties. 
The term interests would suitably apply to these sources or claims; 
but inasmuch as the use of the word liability is common, there is no 
objection to its use here, provided the essential difference between 
the owners’ and the creditors’ interests is kept clearly in mipd. 

Accountants call the owner’s interest his capital and hence use 
the equation; 

Assets — Liabilities -f Capital, or 

Total property of business = Total owed creditors -f- Balance of 
value belonging to owner. * 

This equation is the basis of the balance-sheet idea, and under- 
lies the whole theory of accoi at-keeping. 

It is important to note this use of the word capital as meaning the 
owner’s share in the business, because it differs from the current usage 
of tfie word. Ordinarily, to the businessman, capital means any and 
all property used in the business and is equivalent to the term assets; 
but in works ^accounting it may be assumed that, it is used to refer 
to the owner’s interest except where stated otherwise. The term net 
worth is also used by some accountants to describe the owners’ share . 6 
Others prefer ownership interest (or equity) or stockholders' equity 
(for a corporation) because they feel that the word “worth” may 
convey the idea of current worth to the reader. Unfortunately any 
of these terms may convey that idea to a nonaccountant reading a 

d The word capital is used in four different senses; (1) by political economists 
to mean production goods, that is, wealth employed in production of further 
wealth; (2) by accountants to mean net worth, that is, the owners’ share in a 
business; (3) by lawyers to mean capital stock, that is, the stated, or par, value 
of stock issued by a corporation ; and (4) by businessmen to .mean assets. Con- 
fusion would be reduced if each group would use the more precise alternative 
given here for the word capital. 
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balance sheet. The latter must learn that the book values of assets 
and of the ownership interest follow certain accounting ruies that 
result in dollar figures that may be substantially different from cur- 
rent or market worth. All of the foregoing terms for the ownership 
interest will be employed here from time to time because the reader 
must become familiar with all kinds of usage and must be able to 
interpret statements of the past as well as the present. The individual 
accountant, on the other hand, may adopt whatever he regards as the 
best usage for the statements he prepares. 

Classification of creditors. The creditors mav be classified as 
follows: 

1. Secured creditors. 

Ror example, a mortgagee secured by*a lien on a piece of 

real estate. 

• 

2. Partly secured creditors. 

The property pledged may not be worth enough to cover the 
debt completely. If the exact value of the pledge were 
• determinable, such an amount could he regarded as falling 

under the preceding heading and the balance under the 
following heading. 

3. Unsecured creditors. 

a. ^hose with debt^ which have priority. 7 

(1) Taxes. 

(2) Wages of employees. 

(3) Certain debts incurred by an insolvent business, such- 
as those incurred t>y a receiver or trustee. 

b. General creditors. 

The Secured creditors are those who have some lien on specific 
assets and thus have a right to be paid from (he proceeds of the 
sale of those assets if their claim is not paid in the course of business. 
This is true where real estate is nn ^gaged, or where personal prop- 
erty is pledged for the payment of a debt. Securities are frequently 
deposited for this purpose, in which case they are spoken of as 
collateral . • 

7 Priorities (not to the order above) are detailed in the Federal Bankruptcy 
Act. 
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The preferred creditors are those having a right to prior payment 
through an act of law Under the Federal Bankruptcy Act, all taxes 
legally due and owing to the United States, state, county, district, 
■or municipality are preferred liabilities. Preference is also given 
to wages owed to certain employees that they have earned within 
three months before the date of commencement of bankruptcy pro- 
ceedings, not to exceed $600 for each employee. State laws may give 
other creditors, such as judgment creditors? or bank depositors, a 
priority. Such priorities are recognized in the application of the 
Federal Bankruptcy Act. f 

All general creditors have the same rights to a share in the re- 
gaining assets in' proportion to their allowable claims. If the prop- 
erty pledged to a seciyed creditor is insufficient to satisfy his lawful 
claim fully, lie becomes a general creditor for the unpaid balance. 

Staling the owners’ interest. The interest of the owners is stated 
in the balance sheet in slightly different ways according to the legal 
form of the organization — individual proprietorship, partnership, or 
corporation. The arrangement is similar for the partnership and the 
individual proprietor. * 

If there had been a partnership of James and Wynn Hawkinson, 
instead of the sole proprietorship, in the illustrative balance sheet 
shown earlier in this chapter, the form would have read: 

ORANGE GROCERY STORE s * ' 

Balance Sheet, December 31, 1951 


Assets 


Liabilities and Capital 


Cash • 

. S 1,200 

Accounts Payable 

$ 2.000 

Accounts Receivable 

2,500 

Notes Payable . . 

2,000 

Merchandise 

8,500 

Mortgage Payable 

8,000 

Fixtures . 

500 

James Hawkinson, Capital . . 

10,000 

Land and Building 

15.000 

Wynn Hawkinson, Capital . . 

5,700 


$27,700 

* 

$27,700 


However obscured the v'orth of the owners may be because of ac- 
counting terminology, the amount may be had by taking the excess 
of the assets of the business over the claims of creditors. With this 
principle as a basis, balance sheets are sometimes written in what 
is known as the "report” form, which is ’clearer to^ the untrained 
reader who is confused at finding "capital” under the heading “Lia- 
bilities.” In thd report form, the liabilities are listed below the 
assets, and the difference is labeled Capital, or Net Worth, thus: 
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• ORANGE GROCERY STORE 
Statement of Net Worth, December 31, 1951 


Assets 

Cash . ” $1,200 

Accounts Receivable 2,500 

Merchandise 8,500 

Fixtures 4 500 

Land and Building 15,000 

Total Assets $27,700 

Liabilities • 

Accounts Payable * . . $ 2,000 

Notes Payable 2,000 

Mortgage Payable S.000 

Total Liabilities $12,000 


Net Wotih 

Janus ITawkinson, Capital $10,000 

Wynn Hawkinson, Capital ■ 5,700 

Total Net Worth $15,700 


This form, because of its simplicity, is of value in presenting the 
balance sheet to the layman, but is less valuable to the analyst be- 
cause it makes mental comparisons between the two sides of the 
sheet more difficult. The greater value of the account form of balance 
sheet £or jfnalysis will be more apparent after a study of the internal 
relations that exist between the kinds of property and the various 
forms of liability. 

Par value. The nature of par value has to be understood before 
the form for stating the owner T s interest in the balance sheet of a 
corporation can be explained, in a corporation the owners are the 
stockholders, and their relationship with the enterprise is evidenced 
by stock certificates that state the number of shares that are owned. 
These shares may have a par value per share that is stated on the 
face of the certificate. The par value in legal theory is an amount 
which must be paid in full by a subscribing stockholder, else he 
or subsequent holders of his shares will become liable for any unpaid 
balance whenever the corporation is unable to meet its debts. In 
actual practice, the pas value is a nominal figure of little or no aid 
in determining the actual value of the stock. The first reason for* 
the lack of significance in par value is that stock may be paid for 
with property other rhan cash, which can be overvalued or under- 
valued. A board of directors can as readily declare and believe patent 
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rights to be worth a half million dollars as worthcfifty thousand dol- 
. lars. Inasmuch as, in the absence of any evidence of actual fraud, 
the law leaves the matter of value to the discretion of the directors, 
such a case is neither impossible nor improbable. A second reason for 
the lack of correspondence between par and actual values is that 
in recent years many directors have deliberately placed the par value 
at a very low, or nominal, value and shown only a fraction of the 
stockholders' original investment as Capital Stock. A third reason 
is that every corporation either accumulates profits or has losses — 
a fact that alters the original worth of the owners' interests, even 
if it were exactly .par in the first instance. 

Stockholders 9 liability. Ordinarily, the owners' or stockholders’ 
interest in a corporation will appear as follows, except when the 
stock is without par value, a condition discussed later in thi p chapter: 

1. When the stock has been purchased and paid for at par, the 
amount of the par value appears under the title “Capital Stock.” 

2. When more than par has been paid to the corporation for its 
stock, Capital Stock will show the amount of the par value* and a 
special surplus account, such as Paid-in Surplus or Premium on 
Stock or, simply, Amount Paid the Company in Excess of Par (or 
Stated) Value, will show the e>cess paid in over par. 

3. When less than par value is paid in, which is umlsutfl, the 
account Capital Stock will show' not par, *but the amount paid in, 
except when it is intended to collect the balance within a short time; 
then the total par value subscribed may be shown as capital stock 
with the unpaij} subscriptions owing by the subscribers appearing 
as an asset. 8 If any doubt exists as to possible payment, conservatism 
would dictate showing the unpaid balance as a subtraction from the 
net worth accounts. So important to stockholders and creditors is 
the matter of stock not fully paid that it should be clearly shown 
in the balance sheet, in either the text or a footnote. 

The names of stockholders are not shown in the balance sheet, as 
the names of the members of a partnership are, chiefly because the 

* The par value is ordinarily fully paid in, in order that no further liability 
•may attach to the ownership of the stock. The state law may require full pay- 
ment before issuance. The exceptional practice is illustrated in the balance 
sheets of the Federal Reserve banks, the stock of which is but SO per cent paid 
in. It is improbable that the balance will ever be called, and the published 
statements show only the actual amount paid in. 
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reader has no interest in the stockholders as individuals, there being 
no recourse against* them for debts incurred by the corporation. The 
corporation has, a separate legal personality. The chief exception to 
the general rule~that a stockholder cannot be held save for his 
original contribution to the corporation’s assets is that the stock- 
holders in most states are assessable for an amount equal to the 
difference not paid whenever the stock Is originally issued for less 
than par value. This possibility explains why the stock certificate 
when fully paid is stamped “fully paid and nonassessable. 8 

Special liability for debts owed to laborers for wages is found in a 
few states. To determine the amount of liability for a given cor- 
poration’s stockholders and the conditions under which the liability 
would iyise, the laws of the state of incorporation should be exam- 
ined. Stockholders’ liability is only significant when the statements 
of weak of insolvent' corporations are being analyzed. 

Par value of slock. The balance sheet of a * corporation issuing 
stock with a par value of a half million dollars for undeveloped oil 
properties would appear as follows: 

MIRAGE OIL WELLS CORPORATION 
Balance Sheet, August 31, 1951 
Assets Liabilities 

Oil Properties . . . . 3500,000 Capital Stock $500 000 

• 

All that can be told f rom the above is the total par value of the 
stock issued. The actual value of the would-be oil wells is a matter 
that will be more adequately determined by the results obtained 
from drilling. If there are 50.00U shares outstanding Tthat is, a par 
value of S10 for each of these shares), the actual value of one share 
of stock is one fifty-thousandth part of the total value of the stock- 
holders’ interest — an amount which may be nothing or many times 
par. 

When financial statements are filed with the Securities and Ex- 
change Commission in connection with the registration of new securi- 
ties, disclosure is required as to the basis for the valuation of assets. 
Such information is essential for the interpretation of the balance 

• In a very few states stockholders of either state banks or insurance com- 
panies have an additional liability to creditors in the case of insolvency for an 
amount equal to the pm value of their stock. Such liability is called double 
liability.” 
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sheet, unless it is known that the bulk of the assets have been ac- 
quired for cash through ordinary buying channels. 

Paid-in surplus. Occasionally, a corporation sells its stock for 
more than par, in which case the excess is shown as'surplus. Banking 
corporations frequently do this in order to provide a buffer against 
possible losses in the early part of their career that would "impair 
capital.” 10 Capital is said to be impaired when th€ owners' interest 
is i educed to less than the par value of the outstanding stock. The 
following statements illustrate how paid-in surplus is used to reduce 
the probability of capital impairment. 

FIRST NATIONAL BANK OF ALBANY 
Statement of Resources *nd Liabilities 

December 31, 1951 • 

Assets • Liabilities 

Cash $220,000 Capital Stock *. $200,000 

Surplus 20,000 

$220,000 $220,000 

In the preceding balance sheet, two thousand shares with a par 
value of $100 each have been sold for $110. If there were a net loss 
of $5,000 during the ensuing year, decreasing the assets by so much, 
the surplus on the opposite side would necessarily be reduced by an 
equal amount to show the loss in the interest of the stockholders 
There would still remain, however, a surplus of $15,000. If the same 
amount of cash had been subscribed for stock sold at par, the capital 
stock would have stood at $220,000 at the outset and there would 
have been no surplus. Then had a $5,000 loss occurred, there would 
have had to appear that disagreeable title “Deficit” in the balance 
sheet at the end of the, year, thus: 

FIRST NATIONAL BANK OF ALBANY 
Statement of Resources and Liabilities 
December 31, 1951 

Assets Liabilities 

Various Assets $215,000 Capital Stock . . $220 000 

Less Deficit 5,000 $215,000 

$215,000 $215,000 

f U J-* 3SS; 4 

10 Nate that capital is used here in the “legal” setose, (See page 26, footnote 6.) 
In the “accounting* • sense of net worth, the “capital” is impaired as soon as 
losses reduce net worth below the owners’ original investment. 
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The appearance of “Deficit” is due to the rule which keeps capital 
stock in the balance sheet at par value just as additions to the in* ’ 
terest of the stockholders are shown under the separate heading of 
“Surplus.” Formerly, when the accountant was less concerned with 
the effect of arrangement upon the reader, the Deficit item was shown 
as an addition to the asset column. This treatment grouped it with 
unlike items and left the reader to ascertain the owners’ equity for 
himself. 

In either case, the corporation has lost $5,000, but, for reasons 
that are largely psychological, it is undesirable to show the word 
deficit. The majority of people find a golden suggestiveness about 
the word surplus and a sinister warning in the word deficit. Neither 
term has any essential relation to the strength or weakness of the 
corporation. 

Stock without par value. The misleading -nature of par value 
in the case of common stocks and the fact that it sets a minimum 
price for which stock must be sold regardless of market conditions 
has led to a wide use of common stock with no par value. Stock with- 
out par value puts the investor on his guard and makes him feel it 
necessary to inquire further into the real value of the security of- 
fered. There is a strong possibility that the financially unskillful 
may fcel«that par somehow constitutes “true” value, confusing the 
situation with that of bofids. where market value tends to move to- 
wards par, which is .he face amount, of principal, as maturity 
approaches. 

Under the New York law, : >r example, a corporation may sell 
such of its shares as. are without par value ( 1 ) for sxich consideration 
as its charter prescribes; or (2) at their fair market value, the judg- 
ment .of the board of directors as to such market value being con- 
clusive in the absence of fraud; or (3) at a price fixed by consent 
of those owning a majority of the shares, entitled to vote at a duly 
assembled stockholders’ meet ire. All shares without par value so 
issued are deemed fully paid ana nonassessable. 

For purposes of taxation and regulation, the state sometimes re- 
quires a certqjn “declared value,” to take the place of the discarded 
par value . 11 The growing tendency is to require the corporation 

11 Allied Chemical & Dye Corporation and Keonecott Copper Corporation 
are two major corporations using stock without par value. Their balance sheets 
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to state clearly the amounts contributed by the fitockholders so that 
they can be distinguished from any surplus arising from earnings. 
If the Orange Grocery Store were incorporated -and two hundred 
shares issued, each with a declared value of S5, its balance sheet 
would read as follows: • 

orange Grocery store, inc* 

Balance Sheet, December 31, 1951 


Assets . Liabilities 

Cash 4 S 1,200 Accounts Payable .... S' 2,000 

Accounts Receivable 2,500 Notes Payable . . 2,000 

Merchandise .... 8,500 Mortgage Payable . . 8,000 

Fixtures . . . . 500 Capital Stock (200 shares 

Land and Building * . . 15,000 without par value, declare* 

. at $5 per share) 1,000 

Paid-in (or Capital) Suiplus 14,700 


$27,700 $27 700 


Any surplus arising later from retained earnings might be desig- 
nated as Earned Surplus, Profit and Loss Surplus, or Retained 
Earnings. The tendency is to abandon the term “Surplus” and to 
adopt terms descriptive of the origin of the given surplus. 12 

The lessened emphasis upon par value in recent years and the 
taxation in some states of stock without par value as th<\ugl; it had 
a high par, such as $100 per share, has led some corporations to adopt 
a loy or even a nominal par value and show a large capital surplus. 11 

as of December 31^1951, showed the following figures from which per share data 


were calculated;. 

Allied Chemical Ken necott Copper 

Totals Per Share * Totals Per Share 

Capital Stock $ 44,281.980 $ 5.00 $ 53.199,636 $ 4.92 

Capital Surplus 68,761,605 7.76 191.116,128 *17.66 

Earned Surplus 158,744,790 J7.92 333,768,253 30.84 

Totals $27 £, 788, 465 $30.68 $578,084,017 $53.42 


*♦8,856,396 shares. t 10,821,653 shares. 


12 Changes in practice of major corj>orations are reported in American Insti- 
tute of Accountants, Accounting Trends and Techniques (New York: Institute, 
1951 ed.), p. 17. Research Bulletin No. 39 of the Institute recommended discon- 
tinuance of the term “Surplus” (1949). The term is not wholly abandoned in this 
text because the changeover is still in process, and the reader must be familiar 
with both old and nfcw terms in order to read past as well as cwrrent statements. 

13 Prominent examples of nominal par common stock are found in Merck and 
Company, Inc, (16% cents), Pepsi-Oola Company (33% centa), and Remington 
Rand Inc, ($.50). The less usual employment of nominal par for preferred is 



THE CONSTRUCTION OF THE BALANCE SHEET 35 

Book value of slbck This discussion of par value has shown that 
in order to determine the book value of the common stockholders’ 
equity, the surplus should be added to the Capital Stock account; if 
a Deficit account exists, it should be subtracted. In order to find the 
book value of tire individual share, the total value of the stock- 
holders’ equity is .divided by the number*of outstanding shares. Sur- 
plus is sometimes to be found in the balance sheet under other titles, 
and then should be treated as though a part of ordinary surplus, in 
calculating book value. The title “Surplus'” may be changed to “Un- 
divided Profits,” or “Retained Earnings”; or it may be disguised 
under the heading “Reserves,” as described later in this chapter. 
(Further discussion of book value calculation is given in Chapter 
VII.) * 

Preferred slock. Preferred stock is frequently issued in addition 
to the common stock, which lias just been discussed . 14 It differs from 
common .stock in having a claim to earnings prior to that of the 
common. It may also be, and usually is, preferred as to assets, in 
which case the holder receives, in the event of liquidation, the par 
value of his stock or some other stated amount after the creditors are 
satisfied and before any payment is made to the common stock- 

found m«thi*S6.00 cumulative preferred stock of Island Creek Coal Company 
25,269 shares with SI par valuer It also has 1,187,730 shares of common with 50 
cents par value. Its net worth section on December 31, 1951, showed: 

Per Share 



Amount 

Prej erred 

Common 

Preferred Stock 

Common Stock 

S 25,269 

593,865 

S l.dO 

S .50 

Paid-in Surplus * . . . . . 

Retained Earnings . 

. ... 11,579,951 

.... 20,811.384 

119.00 

7.22 

17.52 

Totals ... 

$33,010,469 

$120.00 

$2524 


* Allocated by our calculation, preferred stock, 1^3,007,011, common stock, $8,572,940. 

14 Debenture stock, found on rare occasions m this country, is actually pre- 
ferred stock. The term “debenture” is i> rJiy misused when so applied to fttock, 
for in its derivative sense the term means 'owing,” and should be applied only 
to a liability. In English practice, debenture stock does not mean shares of stock, 
but a debt — an absolute obligation to pay principal and interest at fixed times. 
It may he secured or unsecured Thus, the Dunlop Rubber Company, Ltd., has 
an issue of 3% per cent debenture stock, secured by a mortgage upon certain 
land, buildings, and equipment, and a floating charge upon the remaining assets. 
In general, Canadian financial practice resembles our own, but the Canadian 
Pacific Railway Company has perpetual 4 per cent consolidated debenture stock 
that is a first charge on the entire system. 
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holders. Preferred stock that makes no provision for a prior claim 
by its owner upon the assets is not preferred as to assets. Where 
provision is made, it may reasonably be balanced by the right of the 
common stockholders to take all of the assets after the preferred 
, stockholders have received back their investment at par. In order to 
value the interest of the common stockholders, ihe nature of the 
preference that is given to the preferred stockholders must be known. 
Any unsatisfied claim for preferred dividends must be subtracted 
from the total net worth* even though it does not appear in the 
balance sheet, in order to arrive at the equity for the common stock. 

Preferred stock may be cumulative or noncumulative. If it is 
cumulative, and the agreed dividend is not paid, the dividends that 
are passed must be paid before any dividend can be paid to the 
common stockholders. The dividends on a noncumulative share are 
ordinarily lost when the company fails to declare them at the cus- 
tomary time. Occasionally there is found a hybrid preferred upon 
which the dividend is cumulative-if-earned or cumulative for a 
limited amount. * 

Preferred stock may also be participating or nonparticipating, 
although the former type is relatively uncommon. Participating 
shares receive an extra dividend in addition to the regular return 
under certain conditions, as, for example, when the divktend* rate on 
the common rises beyond a stated rate. 

©rdinary preferred stocks should not be called ''guaranteed.” A 
guaranteed stock is either a preferred or common stock upon which 
a definite dividend has been promised by some outside guarantor, 
such as a parent corporation, so that the stock has become a credit 
obligation of such guarantor and has to be paid to avoid a default 
and insolvency. 15 

Reserves. The reserves constitute a class of items that the average 
reader of the balance sheet finds more than ordinarily difficult to 
interpret. The use of the term is decreasing. Formerly, they were 
often grouped in the balance sheet between the debts and the net 
worth so that their nature was made to appear indeterminate. A more 

l * The bonds and stocks of a subsidiary company are often guaranteed by the 
parent company to improve their investment standing. The •Pennsylvania Rail- 
road Company guarantees the dividend' on the 7 per cent preferred stock of the 
Pittsburgh, Fort Wayne <fc Chisago Railway, whose main line road between 
Pittsburgh and Chicago it leases. 
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definite conception of the diverse nature of th'ese accounts may be 
gained from an examination of a statement before and after their 
introduction. 

Apparently, the only account affected is the surplus. This, however, 
is an incorrect notion. It is improper to relate them as a class to 
surplus, except to note that their omission would increase surplus, a 
result that could 'likewise be obtained \?y a failure to include any 
liability or by overstating certain assets. 

The balance sheet before the introduction of reserves is as follows: 


ILLINOIS REFINING COMPANY 
Balance Sheet, June 30, 1951 • 

Assets Liabilities 


Properly # 

$12,500,000 

• 

Accounts Payable 

3 350,000 

Investments 

1,400 000 

Accrued Expenses 

20,000 

Sinking Fund 

50.000 

Bonds 

2 000,000 

Cash . . . 

350,000 

Capital Stock * . . 

7,000,000 

Accounts Receivable 

550.000 

Surplus 

7.730.000 

Inventories 

2 250,000 




$17,100,000 


$17,1001)00 


The following balance sheet reveals the situation after reserves 
have been set up. 

• ILLINOIS REFINING COMPANY 

• * 

Bala no. Sheet, June 30, 1951 
Assets Liabilities 


Property 

. $12,500,000 

Accounts Payable 

S 350,000 

Investments 

1,400,000 

Accrued Expenses # 

20,000 

Sinking Fund 

50,000 

Bonds • 

2,000,000 

Cash 

350,000 

Reserve for Peprociation 

4.300,000 

Accounts Receivable 

550,000 

Reserve for Taxes 

130,000 

Inventories . ... 

2,250,000 

Reserve for Contingencies 

350,000 

• 


Capital Stock 

7.000,000 



Surplus 

2,950,000 


$17,100^)00 


$17,100,000 


The effect of the reserves is to .-luce the apparent equity of the 
owners of the business. In the first statement, this was $14,730,000 
(Capital Stock, $7,000,000, plus Surplus, $7,730,000), and in the sec- 
md, only $9,950,000. If there were 70,000 shares, with a par value 
< f $100 per shafe, then the surplus per share was reduced from $110 
m the first balance sh r v& to $42 in the second. Inasmuch as dividends 
may be declared only out of surplus, the reserves do reduce possible 
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dividend declarations. The actual declaration is, of course, dependent 
on other factors as well, but the presence of surplus is essential. 

Classification of reserves. For the proper understanding of re- 
serves, it is necessary to classify them according to their relation 
to the other three classes of accounts in the balance sheet. They fall 
into three groups, although the analyst will find borderline cases that 
will be difficult to classify. 4 The groups are: 

1. Reserves that offset assets. 

2. Reserves that are actual liabilities, 

3. Reserves that are'surplus. 

Reserves offsetting assets. The reserve for depreciation of 
$4,300,000 is actually an offset to the Property account §hown on 
the opposite side at $12,500,0*00. Buildings, equipment, machinery, 
furniture, and almost all the physical properties of a business form 
an endless procession of productive tools headed for the junk heap 
Each year their life shortens, and the time approaches for their 
replacement. Where this truth is recognized, it is the usual custom 
to reduce the asset value at each accounting period by the propor- 
tionate share which that period bears to the whole life of the asset. 
These fixed assets (sometimes calk'd “capital” assets) are being con- 
sumed by the production process, and each year should show its 
share of the loss. * ’ 

The method of showing the reserve for depreciation on the liability 
sid$ of the balance sheet is confusing to many, and it is considered 
preferable, for £he purposes of analysis, to show it as a subtraction 
from the ass<?t itself, thus: 

Propei ty $12,500,000 

Less Reserve for Depreciation . , 4,300.000 

™ $8,200,000 

This treatment helps to show the nature of the Reserve account by 
coupling it with the value of the assets that are wearing out. 10 By 

16 Wall and Duning suggest the “capital strain’' argument for placing the 
depreciation reserve between the total debt and the net worth: that the poten- 
tial strain which the replacement burden may place on the business is then 
located so as to call attention to the potential debt or capital required, as the 
period of application approaches (A. Wall and*R. W. Duning, Ratio Analysis 
of Financial Statements, New York: Harper and Brothers, 11308, pp. 80-81.) The 
argument under ’stresses the “valuation’ 7 character of this reserve. Replacement 
is possible but not inevitable. 



THE CONSTRUCTION OF THE BALANCE SHEET 39 

using the reserve as 3 subtraction from the asset instead of as a lia- 
bility, the total of the asset column is reduced to show the book 
valuation of the assets, eliminating the corresponding inflation on 
the liability side. Increasingly, some less confusing title, such as 
Accumulated Depreciation or Allowance for Depreciation, is being 
used instead of Reserve for Depreciation A 7 

The most condensed form of presentation shows merely the net 
valuation of the property — in this case, $8,200,000. This method is 
objectionable in that it fails to show the ofiginal cost of the proper- 
ties and prevents the reader from finding out the total allowed for 
depreciation. Both cost and reserve are useful figufes, and both are 
more important to the analyst than the blind figure representing the 
net present book value of the asset. (The net figure is called the 
“book value.” of the asset.) Where only the net value is given, a 
rough idea may sometimes be gained as to the amounts of these 
allowances from the “statement of profit and loss,” which will be 
studied later. 

• Reserves or deductions of this first class are known to the account- 
ant as valuation accounts, because, when read with the corresponding 
asset, they give the net valuation set upon the property. Other re- 
serves of this class are those for obsolescence, for doubtful accounts, 
and for discounts to customers. Obsolescence is the premature loss of 
value in equipment that becomes out of date before it wears out, 
because of inventions am! improvement in design of later models.olt 
is usually taken into account only by those industries where constant 
progress of invention causes machines to be replaced regyiarly before 
they are worn out, as in the air transport field. Also, sometimes, 
obsolescence is compensated for, to a small degree and by indirection, 
in depreciation rates that allow for a limited life where an almost 
perpetual life would be possible through adequate repairs and main- 
tenance. Reserves for doubtful accounts, new more frequently known 

17 See the Committee on Terminology i commendation for the restriction of 
the term “reserve” to the surplus reserve cd.'gorv (1948) m the American Insti- 
tute of Accountant’s Research Bulletin No. 34. For improving current usage, see 
the Institute’s annual survey of corporate reports. Accounting Trends and 
Techniques. The Committee on Concepts and Standards of the American Ac- 
counting Association goes furt|ifr and recommends that the term “reserve” be 
wholly eliminated from th* balance sheet. A case is made against “earmarking” 
or “appropriating” surplus. “Reserves and Retained Income,” Accounting Re- 
view, April 1951, pp. 153-156 This statement is analyzed by one of the commit- 
tee members, 8. Y. McMullen, on pp. 157-166 in the same issue. 
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as Allowances, are a deduction from the notes a nd accounts of cus- 
tomers, and indicate the management’s estimate of the reduction in 
the value of those assets that is likely to occur in. their collection. 

Liability reserves. The Reserve for Taxes of $130,000 in the bal- 
ance sheet of the Illinois Refining Company is -an example of a 
liability covered by the title “Reserve.” In this case, it is not only 
a true liability, but a debt that will mature in a very short period. 
The argument is sometimes advanced that the term “Reserve” is 
useful in this category because it indicates the element of uncertainty 
sometimes found in the tax liability estimate. Nevertheless, the prac- 
tice is growing of" simply stating the item of Federal Income Taxes 
under the current liabilities without any prefatory “Reserve for.” 
Sometimes a modifying Accrued, Provision for, or Estimated is used. 

Another important liability reserve is that for pensions. When a 
corporation agrees to grant a pension to employees, it is in effect 
making an addition to the wage compensation. The burden for this 
should be borne by the period that receives the services of the em- 
ployees, It is a debt, and should not be permitted to fall as an expense 
in the later period when retirement has occurred and the employee is 
no longer producing. To neglect this point is to permit a balance sheet 
overstating surplus and understating debts. Corporate officials may, 
however, instead of understating the accumulating liab ; lity, over- 
state the amount, so that surplus is concealed. 

Surplus or net worth reserves. A third type of reserve is illus- 
trated by the Reserve for Contingencies of $350,000. Such reserves 
are regarded as merely segregating a portion of the Surplus or Re- 
tained Earnings rather than reflecting a valuation of some asset or 
recognition of some liability. In some cases, classification is clearcut; 
in others, debatable. Practice in recent years has moved in the direc- 
tion of placing the Reserve for Contingencies and similar items in 
the net worth section as a special part of Earned Surplus. 

Provisions that serve merely to equalize profits as between years 
are regarded as undesirable. Formerly, the Reserve for possible future 
Inventory Price Declines was placed above the net worth section as 
though it were a suspended inventory valuation account. A charge 
was included in the income account even "though it was regarded as 
an irregular form of loss. The experience and seasoned judgment of 
management may still dictate the use of such a “Reserve” even 
though its creation will not affect net income under the more common 
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current practice an4 the item itself is now commonly placed in the 
net worth section. There it will warn the reader that management 
regards prices as inflated and likely to react. 18 The analyst, however, 
will find it desirable for the purposes of uniformity in intercompany 
comparisons to regard such a “Reserve” as earned surplus in lint? 
with the growing weight of accounting practice. 19 

A similar line of reasoning might be applied by some to the Re- 
serve /or Self-Insurance, when a large corporation, instead of taking 
all of its insurance with outside companies* charges expenses with an 
amount based upon probable average losses* and then sets up a Re- 
serve against which subsequent actual losses are charged. If losses 
w r ere shown as expense only when they occurred, the results might be 
highly irregular from year to year. If a liquidation theory were 
applied or the assets of the self-insufer were to be sold or merged, 
such a reserve on any given balance sheet date w r ould constitute sur- 
plus. If the business is viewed as a going concern, however, losses will 
tend to keep the reserve around zero and it would appear desirable 
* to exclude the reserve from the net worth section. 20 We must be care- 
ful not to revert from the accrual idea to an old-fashioned cash basis 
thinking. The point of time at which the loss happens cannot be the 
sole determinant in our thinking. Reserve classification must hinge 
upon whether the anticipated loss seems reasonably certain to occur. 

18 For example, the Eagle-Picher Company realized large gains from inven- 
tory appreciation during years of rising metal prices. Stockholders were warded. 
The Company added Si. 5 million to a reserve for inventory depreciation in 
1948 and about twice that the year before, showing an accumulation of $6,5 
million as of November 30, 1948. In the second quarter of tne following year, 
lead and zinc prices broke. The company was able to absorb a writedown of 
S5.0 million in metal inventories from these reserves, Barron’s , Aug. 8, 1949, 
p. 34. 

19 Accounting Trends and Techniques (New York: American Institute of 
Accountants, 5th ed. t 1951), pp. 41, 73. Also Institute's Research Bulletin No. 31, 
Inventory Reserves (1947), and No. 28, Accounting Treatment of General Con- 
tingency Reserves (1947). 

20 Such a self-insurance reserve is operated by United Air Lines, Inc. to cover 

loss of or damage to aircraft in flight. The reserve was established in 1946. 
Amounts were charged each year to operating expenses that rose steadily with 
growing equipment investment from $229,306 in 1946 to $1,482,029 in 1951. The 
accumulated reserve after thfc deduction of varying losses was increased by 
credits in excess ot losses totaling $1,949,291 at the end of 1950. In 1951, the loss 
of five aircraft reduced the reserve to $377,359. Prospectus, of the Company, 
March 19, 1952. * 

An allied type of reserve for product warranty has been employed by Avco 
Manufacturing Corporation (1951). 
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Classification of the usual Reserve for Contingencies as surplus re- 
sults from the possibility that the contingency may never occur. The 
analyst will, of course, look for the same possibility of excess or in- 
adequacy in these more debated reserves excluded from net worth as 
he does in the case of valuation and liability reserves. 

A surplus reserve reduce the Surplus account, but not the actual 
amount of surplus. It serves the purpose of restraining the hopes of 
those stockholders who regard surplus as a source of dividend distri- 
butions. Such a course is proper whenever it is necessary to conserve 
cash, which is the ass£t usually required to make a distribution. 
Reserves that are unmistakably in this third class are the reserves 
for working capital, for improvements, for dividend equalization, and 
for sinking fund. The name indicates in each case the reason of the 
directors for conserving the corporation’s cash resources. Jn the great 
majority of cases, earned surplus is retained in the business without 
any surplus reserves being set up and used in various ways that make 
its distribution as dividends impossible. 

Reserve for sinking fund. The utility of the surplus reserve may 
be illustrated by a study of the “reserve for sinking fund.” The facts 
assumed, although much simpler than would exist in practice, will 
serve our purpose of showing how the reserve is not wholly super- 
fluous, as some think. In the hypothetical case, a corporation made 
during 1951 a net profit of $100,000, which is reflected in the increase 
of £ash and Surplus in the second balance sheet. 


BALANCE SHEET 
December 31, 1950 


Cash 

$ 50,000 Bonds 

. .. $1,000,000 

Other Assets . ... 

1,950,000 Capital Stock 

1,000,000 


$2,000,000 

$2,000,000 


December 31, 1951 


Cash 

...... $ 150,000 Bonds . . .. 

$1,000,000 

Other Assets 

1,950,000 Capital Stock 

.... 1,000,000 


Surplus 

100,000 


$2,100,000 

$2,100,000 


It is desired to retire one tenth of the bonded debt 1 yearly, but the 
purchase of the4>onds would reduce their total to $$00,000 and bring 
the cash back to $50,000. Since a $50,000 balance is too small a sum 
to permit a dividend declaration in cash, it is decided to set up a 
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reserve, thus making the surplus unable to support an unwise divi- 
dend. The revised balance sheet, including this reserve but made up 
before the bonds have been presented for payment and cancellation, 


might read: 

* December 31, 1951 

Cash $ 150,000 Bonds* $1,000,000 

Other Assets 1,950,000 Capital Stock 1.000,000 

Reserve for Sinking Fund 100.000 

$27100:600 s2T6o^do 


One corporation, employing such a reserve under the terms of a 
debt agreement, proceeded to return the reserve to earned surplus 
after an interval of one year so that the balance sheet never showed 

A “ 

more than the appropriation for the preceding year. Failure to allow 
the reserve to accumulate until the debt was fully retired was in- 
appropriate because it is clear that the reserved surplus did not 
become available for dividends at the end of the year, ft true that 
surplus can be and usually is retained without the aid of the reserve 
# device. Appropriated surplus is most common in the field of railroad 
accounting, where it may be so listed, sometimes with an indication 
of purpose, without the use of the term reserve. 

Funds and reserves. In the discussion of reserves, it is clear that 
the term 1ms been used entirely differently from popular usage. A 
reserve is popularly thought of as a sum of money set aside or in- 
vested for some special purpose. When a sum is so set aside, fhe 
accountant calls it not a 'reserve” but a “fund.” 21 lit the foregoing 
condensed balance sheet, the cedi might have been* reduced by 
$100,000, if that sum had been s^t aside definitely h>r the sinking 
fund. This amount would then appear as the asset ‘‘Cash in Sinking 
Fund,” or merely “Sinking Fund.” I 11 the balance sheet of the Illinois 
Refining Company, the “Sinking Fund” account indicates that thne 
was an amount set, aside, probably in conn* ction with some plan for 
the retirement of its bonded debt. This fund might be in either cash 
or investment securities. If a reserve for sinking fund had appeared 


21 Sometimes a balance sheet fails to follow the current accounting usage and 
employs the word fund for a liability, usually to denote a reserve account An 
unusual case of a special fund is the Plant Improvement md Replacement fund 
first set up in 1936 *by Libhey-Owens-Ford Glass Company. It was invested in 
cash and short-term Govt 1 uments. Out of that fund came the first “Pilkington 
flow process” glass-producing plant at Ottawa in 1938. 
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on the opposite side of the balance sheet, the presence of an equiva- 
lent fund among the assets would have made the former item a 
“funded reserve.” 

If complete provision is to be made for contingencies, the board of 
directors will not only set up a contingency reserve, but it will also 
invest a suitable amount i $ liquid securities that will provide ready 
funds for the emergency. Generally, no such fund is provided. The 
management argues that the capital will be more profitably em- 
ployed in the ordinary course of the business than if set aside in a 
special fund. Under such circumstances, the directors must hope that 
in the event of the contingency, the remaining assets will provide 
cash or be an adequate basis for loans or a sale of securities sufficient 
to meet the occasion. Sometimes the contingency might be N >f such a 
nature that its happening would not give rise to a need for cash. The 
hazard might lie in a possible loss in the market value of an asset 
which would not impair its usefulness in the operation of the business. 

The following balance sheet shows how the statement appears 
when the reserve is funded. + 


AMERICAN RUBBER COMPANY 
Condensed Balance Sheet 
Assets Liabilities * 


Cash 

S 6.000, 000 

Accounts Payable 

'! s' 5,000,00c 

Accounts and Notes Re- 


Notes Payable 

2,000.000 

ciivable 

12,000,000 

Preferred Stock 

30.000.000 

Inventories 

30,000,000 

Common Stock 

50,000,000 

Contingency Funtf — 


Surplus 

31,000.000 

Marketable Securities 
Plant and Equipment 

10,000.000 

70,000,000 

$128,000,000 

Reserve for Contingencies 10.000,000 

$128,000,000 


If the management regarded the fund as unnecessary or undesir- 
able, it might, instead of investing the $10,000,000 in a special fund, 
use the amount for additions to plant. If the latter course were 
adopted, the Reserve account would still be available to absorb any 
loss up to $10,000,000, which would otherwise reduce surplus; but the 
cash necessary to meet the emergency would have to be obtained by 
financing. Ordinarily, a concern in the 'excellent condition shown 
above would have no difficulty in such a situation, although unusual 
conditions have been known to give trouble even to such apparently 
well-entrenched corporations. 
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Conclusion. Thi# chapter has been a brief review of the nature 
and manner of accounting for the three classes of items in the bal- 
ance sheet: the assets, or properties; the liabilities, or debts; and the 
net worth, or balance of value remaining for the owners. The so- 
called accounting, reserves should be studied. If not already located 
in their proper place in the balance shee^as asset-deductions, liabili- 
ties, or net worth, they should be relocated by the analyst. Ordinarily 
that is done in the present-day balance sheet and often terminology 
has been improved to remove the misleading word “Reserve.” The 
problems and debate over borderline reserves, which are usually of 
the net worth type and are sometimes placed between the liabilities 
und net. worth, will be discussed more fully later. 

Reform a balance sheet can be interpreted, the accounting conven- 
tions, such % as the lowcr-of-cost-or-fnarket valuation of inventory 
and the cost-less-depreciation figure for fixed assets, must be under- 
stood by the reader. Those who have suggested from time to time 
radical “reforms” that would require the reporting of “true current 
values” as of the date of each balance sheet generally ignore the 
mountainous task any large concern would have if it revalued thou- 
sands of asset items annually and recorded the results. Aside from 
the uncertainty of such a value concept, such proposals generally 
overlook t]le confusion, the cost, and the chicanery that would result 
from the adoption of their innovations. Rules have no sacredness, but 
nevertheless they are tbr product of experience and, even though, like 
most practical compromises they fall short of perfection, serve a use- 
ful purpose. The better the working rules of accounting construction 
are understood — and only the highpoints can be reviewed in this and 
the next chapters — the more can be gleaned from the analysis of 
financial statements. 



CHAPTER III 


The Construction of the Profit and 
Loss Statement 

m 

Function of the profit and loss statement. The balance sheet 
provides a single pictilre of the financial status of a business on a 
certain date. Inasmuch as changes are taking place constantly, a 
summary of the operations that occur between the construction of 
the periodic balance sheets is necessary. All changes may be said to 
be significant — for example, the conversion of cash into inventory 
and the substitution of a long-term bond issue for bank indebtedness 
— but interest centers around those transactions in which the business 
suffers a loss or realizes a gain. The profit and loss statement Singles 
out and summarizes those transactions in which there is a loss or 
gain for the owners of the business. Such a statement of •the opera- 
tions of an enterprise is a historical record for a past period. It is 
useful (1) to the management desirous of critically analyzing the 
past and (2) to creditors and investors anxious for a basis upon 
which to forecast more accurately the future of the business. 

As a practical matter, the discussion will have to include (1) all 
gain or loss recorded during the period, regardless of whether such 
items are the effect of operations falling wholly within the period, 
and (2) even certain items not actually gain or loss, such as divi- 
dends representing a distribution of profits, in order to be sure that 
no profit or loss elements are overlooked. 

Profits not reflected by rash. A common error is an undue em- 
phasis on the asset, Cash. The bank account is frequently mistaken 
for a thermometer of prosperity. There are. any number of possible 
combinations in which this may not be true. Frequently an expanding 
business with mounting profits h*is a hank balance much too small 
for its needs, Whereas a declining business may show a steady cash 
balance. Merchandise may be decreasing and shopworn, or the fixed 

46 
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investment in buildings and fixtures may be deteriorating, while cash 
remains fairly constant or fails to increase rapidly enough to offset 
the loss of these other assets. Even very large cash balances should 
not be regarded as a sign of prosperity. 

Fiscal period* The statement of profit and loss is the condensed 
and classified record of the gains and losses causing changes in the 
owners' interest in the business for a period of time. Inasmuch as the 
balance sheet is ordinarily published annually, the statement of profit 
and loss usually covers the activities for .the intervening period of a 
year. Ordinarily this period coincides with "the calendar year. Some- 
times it is more convenient to close the books on some date other 
than December 31, in which case the fiscal year is distinct from the 
calendar year. A usual reason for the adoption of a special year is 
the opportunity which it offers for taking the inventory in an inactive 
season when the stock of goods is normally very low, as in the case 
of meat packers (October) and department stores (January). (For 
further discussion, see page 103.) Reports of profit and loss may be 
published for shorter periods than a year when public interest war- 
rants. Major industrial and utility corporations generally publish 
condensed earnings figures quarterly; railroads, monthly. Manage- 
ment will ordinarily have a monthly statement and key figures even 
more often. 

Titles. The titles '‘Profit and Loss Statement" and “Statement of 
Income" are most frequently given to this report of changes in the 
owners' interest resulting from earnings. Other titles, such as the 
following, are often used, however, and there is :\o uniformity of 
practice. 

1. Statement of Income and Famed Surplus. 

2. Income Account, or Statement. 

3. Statement of Income, Profit and Loss. 

4. Statement of Income and Expense. 

5. Statement of Earnings. 

6. Statement of Operations. 

Relation to balance-sheet. The chief difficulty of the average 
reader is to understand the relationship between the profit and loss 
statement and the balance sheet. The two are interrelated, and not 
independent; the former states the nature of those transactions that 
ha changed the earned surplus as reported in two successive bal- 
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ance sheets. A comparison of the two balance sheets will also reveal 
the effects of other transactions that cause no gain or loss but often 
have a considerable bearing upon financial condition and subsequent 
profitability. 

The interrelation of the two statements is best §hown by a study 
of a simplified balance shee£ and a profit and loss statement for the 
year following it, such as appear on the opposite page. 

For the sake of simplicity, it may be imagined that these trans- 
actions were made on a cash basis, where that was possible. Before 
the sales were made, it would be necessary to assume production. 
These outlays (line 2) would be for material, labor, and factory 
expense, and. assuming a cash basis, would affect only the asset side. 
The asset Cash would Be reduced by $19,000,000 and the inventories 
increased by that amount. WhSn the sales are made (line 1), how- 
ever, the transaction is more complex, because, although inventory 
is reduced, the total assets are increased by $7,000,000 on the assump- 
tion that over the whole year production neither increased nor re- 
duced the amount of inventory on hand. The change necessary on the 
liability side to balance this increase in assets resulting from what is 
called the manufacturing gross profit or gross margin is an increase 
of $7,000,000 in the Profit and Loss Surplus, which latter account 
finally records these changes in the stockholders’ interest!^ 

Item 4 represents a cash outlay for services that are required in 
the conduct of the business. This loss of cash from the assets is offset 
on the liability side by a reduction of surplus. Item 6, probably rep- 
resenting the incerne from the securities, has just the opposite effect; 
that is, it increases cash and surplus. 

Inasmuch as the corporation does not pay its Federal income taxes 
until the following year, the provision for such taxes (line 8) upon 
the earnings of the year 1950 causes no immediate outflow of cash 
such as has been assumed for other expenses. Instead a liability is 
setup for Taxes Accrued (or Reserve for Taxes). During the follow- 
ing year, when the actual cash payment is made, the decrease in the 
asset Cash will be offset by a reduction in the reserve for taxes, and 
not in surplus. The inclusion of this item in the profit and loss state- 
ment and the consequent change in the balance sheef work justice 
between the two years — 1951, the year under consideration, and 1952, 
the ensuing year. The surplus is reduced in the year 1951 when the 
tax liability was being incurred and not in 1952 when the payment 
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was made. Failure tD show this would overstate the net income in the 
profit and loss statement for the period and the surplus in the balance 
sheet at the end of the year. On the other hand, the omission would 
have made the tax appear as one of the expenses in the profit and loss 
of the second yea**, when it was paid, and so would have caused an 
understatement of the profitableness of that period. 

FLYING BOAT MANUFACTURING COMPANY 
General Balance Sheet, December 31, 1950 
Assets Liabilities 

Cash .... . . . $ 600,000 . Accounts Payable . 

Marketable Securities 2,200,000 Preferred Stock . 

Accounts Receivable 5.200,000 Common Stock . . 

Inventoried 8,000,000 Profit & Loss Surplus 

Plant & Contingency Reserve 

Equipment? $12,000,000 
Less Accrued 

Depreciation 2,000,000 10,000,000 

Investments 1.300,000 

Patents and Good Will 9,600,000 

saemooo 

Statement of Profit *nd Loss 
For the Year Ended December 31, 1951 


1. Saies Billed . .. $26,000,000 

2. Production Costs . . 19,000.000 

3. Manufacturing Gross Profit (or Gross Margin) $ 7,000,000 

4. Selling and Administrative Expenses 1,900,000 

5. Operating Prc.f 1 . $ 5,100.000 

6. Other Income 200,00 0 

7. Gross Income . $ 5,300.000 

8. Provision for Federal Income Taxes 2,600,000 

9. Net Income $ 2.700,000 


Deductions : 

10. Reserve for Contingencies . . 

11. Preferred Dividends 

12. Common Dividends . . 

13. Net Addition to Surplus 

14. Surplus at Beginning of Yea 

15. Surplus at December 31, 1951 

Note: Some would avoid the use of successive balances (lines 3, 5, and pos- 
sibly 7) reasoning that the various costs and expenses, including taxes, are 
inseparable parts of the operations and that intermediate figures may and do 
lead to much economic nonsense. For analytical work, however, the arrange- 
ment may have utility. 


$200,000 

800.000 

800.000 1,800 .000 
s‘ ood'ooo 
. . .. 3 . 200,000 
sTiooooo 


$ 1,500,000 
16.000.000 
16,000.000 
3.200,000 
200,000 


$36,900,000 
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At this point (line 9) we arrive at the net income or net profit for 
* the period. The accountant does not actually record the effect of 
these individual transactions upon the surplus account as they occur. 
We have indicated that effect here in order to show more clearly the 
relation between the balance sheet and the profit and loss statement. 
For example, when dividend income is received, the increase in the 
balance sheet cash account would be recorded, but the change in 
surplus would be shown in a special income account called Dividend 
Income until the end of the period. Similarly, a salary payment 
would be recorded in the cash account, but the expense deduction 
from surplus would be recorded in an appropriate expense account. 
Only at the end of the period are these various gain and loss accounts 
brought together in a summarizing account, typically the Pfofit and 
Loss account, the balance of which is then transferred, to Earned 
Surplus. 

The purpose of keeping these detailed influences upon surplus in 
temporary accounts is to classify them and provide the details for 
the profit and loss statement. Otherwise the laborious job of analyz- 
ing a host of gains and losses recorded without system in the surplus 
account would he necessary at the end of each period or whenever 
such information was required. 

A few items that change surplus, however, may be recorded at 
once in that account or. if they are kepi in temporal y accounts, are 
transferred directly to the surplus account rather than to the profit 
and loss summary account. The nature of these less frequently 
occurring itcrys Viil be discussed and analyzed more fully later. But 
this accounting procedure has to be remembered because of the line 
of distinction that the accountant has drawn more and more sharply 
in recent years between what he calls “profit and loss” and “surplus” 
items, even though, as has been seen, the former impinge upon sur- 
plus. Because of controversy, it is not. always possible to state with 
precision what will be classified as “hurplus” items. In general, they 
will consist of (1) distributions of earnings to stockholders; that is, 
dividend payments (more strictly, dividend declarations) (lines 11, 
12); and (2) transfers to and from surplus reserve accounts (line 
10), and sometimes gain or loss items thnt are related to previous 
years. 

Because of the accountant's distinction between profit and loss 
and surplus items, be often divides what 1ms been shown as a profit 
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and loss statement into two parts, applying that title only as far as 
line 10. The second section will start with the beginning surplus bal- 
ance, add net incopie, and then show surplus changes to arrive at the 
concluding surplus balance. This second section or statement is most 
often called the Statement of Earned Surplus. If the two are com- 
bined as here, the accountant who is careful about terminology is 
likely to call the results a Statement of Income and Earned Surplus, 
or occasionally a Statement of Income, Profit and Loss, and Earned 
Surplus. Whatever form is employed, the analyst will want both sec- 
tions to insure a complete picture of what has happened to the 
Earned Surplus between successive balance sheets. 'He may also need 
to rearrange or reclassify items either to improve comparability or 
to suit liir, particular analytical objective more satisfactorily. 

The end results of the assumed transactions during 195! are re- 
flected in the following balance riieet for December 31, 1951. 


FLYING BOAT MANUFACTURING COMPANY 
General Balance Sheet, December 31, 1951 
As.>iU# Liabilities 


f \ish 

Market:) bio Securities 
Accounts Receivable 
Inventories # 

Plant & iTquip- 

ment $12,000,000 

Less Accrued 
Deprecia- 
tion 2,000,000 10,000.000 

Investments 1 ,300 ,000 

Patents find 

Good Will _ 9,600000 

"$40,000,000 


Account^ Payable $ 1,500,000 

Tixes Accrued 2,000.000 

Preferred Stock 16,000,000 

Common Stock 16,000, OOU 

Profit ik I,o-s Surplus 4,100,000 

Contingency Reserve 400,000 


$40,600,000 


S 4,300.000 
2,200.(H)0 

5.200.000 

8.000 000 


This statement- is unreal in two respects. In the first place various 
other balance sheet account changes would have been likely besides 
those shown. If growth had occurred, the amounts of accounts receiv- 
able, inventories, and accounts pa;s able would probably have in- 
creased. In the second place, no further depreciation ot plant and 
equipment was Recorded. If depreciation of $500,000 were among the 
total expenses shqwn as production <msts (line 2), then so much of 
that expense would have represented a reduction of the asset Plant 
and Equipment rather than Cash. That loss of value would have been 
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•shown as an increase in the Accrued Depreciation rather than as a 
direct decrease in the Plant figure. 

Such an item, along with the tax accrual, shoyld emphasize that 
profit and loss may result from a change in any asset or liability and 
not merely from a change in the cash even though the latter is most 
often used to illustrate th^ principle. Securities may become worth- 
less, customers may become bankrupt, a plant may be destroyed, 
and patents expire with time. When such facts are recorded on the 
books, thereby reducing the proper asset account, the profit and loss 
statement will show tb*e loss in that year, and the surplus in the 
balance sheet at - the close of the year will be reduced. In a corre- 
sponding manner, the incurring of liabilities or the increasing ot 
reserves may cut down surplus. If the corporation is made the de- 
fendant in a patent suit or an‘action for damages and loses the case, 
a debt is incurred. Inasmuch as the assets are unchanged, the in- 
creased liabilities reduce the interest of the stockholders, and a 
reduction in surplus appears. The profit and loss statement must not 
be associated with any one asset or liability, but must always 
regarded as the explanation of the year’s changes in surplus. 

This recital brings out the distinction between a statement fif in- 
come and expense and a statement of receipts and disbursements 
— a distinction that is not clear to many. The former ‘recapitulate* 
changes in surplus the latter, changes in cash ‘‘Income” or ‘‘Reve- 
nue” refers to amounts actually earned during the period of the 
report, regardless of the time or the form of the payment, and 
“Expense” ^o ^ny loss occurring within the period, without regard 
to the amount or time of the cash expenditures or disbursements. 

The statement of cash receipts and disbursements is now regarded 
as inadequate for the practical purposes of most businesses. Some 
service businesses and professional persons may choose to be ex- 
cepted, About the only organizations of importance that adhere 
generally to its use are institutions, such as churches and charitable 
societies, and governmental units. Even among these, we find a grow- 
ing use of commercial methods. Although the employment of the 
balance sheet and the income statement by such organizations is 
somewhat unusual, doubtless the successful experience of some of the 
larger charities and progressive municipalities in .this direction will 
have a strong effect. The effects of the departure from a “cash basis” 
to one that gives recognition to the timing of the profit- or loss- 
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making event rat hci^ than to the transfer of cash are illustrated in 
the following discussion of accruals. 

Accrued income. Certain obligations accumulate from day to day 
to be settled on periodical occasions. An accrual is that portion of the 
obligation that has accumulated at the date of the balance sheet, and 
it is placed in that statement for the purpose of showing the condi- 
tion of affairs more accurately. If a firm owns a bond paying ink vest 
semiannually, and a balance sheet is constructed three months after 
an interest date, the asset “Accrued Imerogt Income’ 1 should appear, 
for there is three months’ uncollected income that has not matured 
but has been earned. If the bond were sold, the accrual would be 
calculated and added to the quoted price of the bond. On the other 
hand, from the standpoint of (he concern that owes the bond there 
is an accrued interest liability for tho three months’ interest. 

Accruals &re of chief importance in the studies of earnings. In the 
balance sheet they appear of minor nature; but the difference they 
may make in the correct calculation of earnings w considerable. In 
the case of the above bond, the omitted income was for three months 
— a fourth of the total interest for the year. 

In the following example, the change in assets is small in percent- 
age. but considerable in the net income. If an investor bought some 
real estate on July 1 and collected his monthly rental on the first of 
each following month, at the end of the year he would have collected 
but five-sixths of the annual income the property had earned for him. 
If a monthly rental of $500 is assumed, the statements might appear 
as on the following page. • 

Accrued expenses. Accrued expenses arc similar in Character but 
opposite in effect to accrued income, and consist of such items as 
interest accrued on notes, bonds, >r mortgages payable, wages ac- 
crued, , and taxes accrued. An accrued expense is a liability similar 
to an account payable. By the introduction of accrued expenses into 
the liability side of the balance sheet, the surplus is reduced. As a 
consequence, the profit and loss statement, which explains the changes 
in the surplus, will show increased expenses for the period. This re- 
statement of expenses is .only fair, for a period’s operations should 
not be permitted to escape, the burden of an expense by postponing 
its payment to the next accounting period. 

The correct allocation of expense and income to the accounting 
period in which the income was earned or the values were consumed 
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BALANCE SHEET, DECEMBER ill, 1950 


(a) Cash Basis (b) With Accruals 

* Assets 

Cash $ 2,000 Cash $ 2,000 

Real Estate 60,000 Aocrued Rents 500 

, Real Estate 60,000 

~$62~000 ~$62^500 

Liabilities Liabilities 

Mortgage Payable ° $10,000 Mortgage Payable . $10,000 

Capital Stock * . . 50,000 Capital Stock 50,000 

Surplus v 2,000 Surplus 2,500 

"1625555 $52,500 


PROFIT AND LOSS STATEMENT 
For the Six Months Ended Deck Minsk 31, 19S0 


(a) Cash Basis (b) With Accruals 

Rental Income . . $2,500 Rental Income $3,000 

Operating Expenses 900 Operating Expenses . . . 900 

Net Income $1,600 Net Income $2,101) 


(that is, became expense or cost or loss), regardless of when cash is 
affected, is the principle which characterizes the accsual basis of 
accounting as opposed to the C'*sh basis. It is the method approved 
wherever accountants aid in the preparation of the financial report. 
To calculate income and expense on the cash basis is inaccurate. 
Those who am not disposed to perform the extra labor necessary to 
make these # accruals, argue that these accruals about offset one an- 
other. This may be true on occasions, but is just as likely not to be 
true. What the analyst wants is as much of the truth as is possible. 
In the field of business, good accounting practice always uses the 
accrual basis. The accounts of individuals and small businessmen are 
often kept on a “cash basis,” however, because it is simpler and 
sometimes has an income tax advantage. 

Deferred income. The expression “accrual basis” implies the cal- 
culation not only of accrued income and expense, but also of deferred 
income and expense. Deferred income is jncome whieh is received, or 
for which another has become liable, before it has been earned. De- 
ferred expense is an expense paid for or for which the business owes 
before the service or article has been used. 
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The following condensed balance sheet of a commercial bank will 
illustrate the use of a deferred income item: 


Resources 

Liabilities 


Various Assets $1,000,000 

Various Liabilities 

$ 700,000 


Unearned Discounts . . . 

5,000 


Capital Stock 

100,000 


Surplus 

195,000 

$r,ooot)dd 


siTooo'ooo 


A bank that discounts its customer's note makes its charge for the 
use of the money in advance. A merchant, for example, takes his 
$10,000 sixty -day note to the bank. He discounts it at 6 per cent and 
receives $9,900 credit against which he can draw his checks. The 
bank hat taken out its $100 discount for sixty days, but will ha/e 
earned it with the passage of time oitfy. For this reason, if the bank 
includes the $10,000 note among its assets at full face value without 
any qualification, it is counting its chickens before they are hatched, 
or speaking literally, counting its profits before they are earned. Such 
fc a treatment would inflate surplus. By placing the deferred income, 
‘‘Unearned Discounts," on the liability side, the surplus is reduced to 
the proper amount. 

Unearned discount is a liability in (he sense that the bank still 
owes its customer for the portion of service it will have to render up 
to the date the note comes due. 1 In a similar sense, the landlord owes 
his tenants for rentals received in advance; the publisher, for sub- 
scriptions received in advance; and the manufacturer, for advance 
payments on contract, i ..esc items all appear on the liability side, 
but possess a distinctive characteristic: unlike (he ordinary debt, 
they are not liquidated by the payment of cash, but are paid in 
services or goods. Furthermore, m the liquidation of the deferred 
income it is expected that a portion will become profit. 

Deferred expenses. Deferred expenses are services or supplies, 
ordinarily regarded as expenses, that have been paid for or shown aj 
a liability, but that at the date of the financial statement have not 
been wholly used or consumed. T 1 «v are also called “prepaid" ex- 

1 From a finangal or actuarial point, of view, it is more accurate to say that 
the face of the note is a futuri and not a present liability and that the note 
minus the discount represents its present value at the date of the balance sheet. 
Unearned discount might be regarded as a valuation account offsetting the loan 
asset. Similarly, Bond Discount, often classed as a deform, expense, is a counter- 
item to bond liability for th* issuer. 
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peruses. If on the last day of the year it is founi that the insurance 
or rent has been paid for a part of the following year, it would be 
unfair to burden the expenses of the current year, with this prepaid 
expense. For this reason, the portion of the expense that represents 
prepayment is not included in the expenses in the profit and loss 
statement. The net profit f<.r the year is correspondingly larger than 
it would be (in the cash basis. The prepayment constitutes a thing of 
value to the business and hence is listed among the assets in the 
balance sheet. 

A few expenses that, a ie likely to be met in advance are insurance 
premiums, rent, postage, and office supplies, and prepaid discounts 
on borrowing. These items are of varying importance. In some cases 
it will be found that a very serious difference might aris'e from a 
failure to take them into account Such would be the case with a 
surface mining enterprise in which considerable expense had been 
incurred to lay ore or coal bare. There would be no tangible equip- 
ment or structure which could be termed “assets proper/’ and yet to 
count the cost of removing this overburden as a current expense 
would be clearly unfair. Such expenditures constitute a charge to be 
deferred to the operations of the year in whuh the product is removed 
and sold. 

Summary of accruals. The following outline su? mo arizes the 
effects of the use of the accrual basis in the preparation of rhe finan- 
cial statements as contrasted with the roults from the use of the 
cash basis: 

9 4 E fieri on V'OUi and 

Item Lost for Pc nod Efft c* on lUdanc e Ehvet 

1. Accrued income increase?* profits (,i) Lstoi :<*■> :in asset, 

(b) Increases surplus. 

2. Accrued expense Decreases profit*. (a) Listed a* a liability. 

(h) Reduces surplus. 

3. Deferral income Decrea^s profits (a: Lifted a liability. 

(b' Reduces surplus 

4. Deferred expense Ineratses profits. (a) Listed as an asset. 

(bj Increases surplus. 

Some accountants will prefer to avoid the words ‘‘income” and 
“expense” in listing these items in the bidance sheet, and will use 
more descriptive titles, such as Accrued Interest Receivable instead 
of Accrued Income. 

This discussion serves to show some of the technical complications 
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incident to the preparation of a statement of earnings. It is much 
more than a report of cash received and disbursed. 

Profit and loss arrangement. Although the arrangement of the 
profit and loss statement is not uniform even when professionally 
prepared, certain general principles are expected to apply. (1) Trans- 
actions not a part of the regular and central operations should be 
separately stated. Where very different kinds of operations are con- 
ducted, departmentalization of results is desirable. (2) Any unusual 
or nonrecurring items, if of material axpount, should be reported 
separately. (3) Gain or loss that are the result of previous periods 
should be separately indicated if of more than negligible amounts. 
(4) Items that are not strictly gain or loss, such as dividend distri- 
butions and surplus reservations, should be* segregated. What the 
form of separation will be varies, but full disclosure will permit the 
analyst to Rearrange where necessary to suit his purpos e. He may 
reasonably expect a good statement to fall into three general divi- 
sions. The first section should relate the earnings tf the regular and 
most significant operations; the second, the effort of the incidental, 
but not unusual, operations; and the third, the extraordinary or 
nonrecurring items. 

Operating flection. The first division should be the operating 
section and state the operating income and operating expenses. The 
difference *is railed the net operatnuj profit lor loss ), or the net 
income from operations . If a railroad is under consideration, its 
operating section will have to do only with its sale of transportation 
service. A manufacture . or mcr^hantt operations*will have to do 
with the production or purchase and sale of commodifies. 

The operating section of the ^utement of mercantile concern 
might read as follows if it were condensed: 

Net Bales 
Cost of Goods Sold 

Gross Profit 
Belling Expenses 
Administrative Expenses . 

Net Trading (or Operating) ProC 

The manufacturer would merely substitute “Production Costs of 
Goods Sold" where the merchant puts his “Cost of Goods Sold.” In 
popular treatment. “Gross Profit,” or the difference between cost and 
sales price, may be referred to as the “profits oi the business.” This 


$100,000 
60.000 
$ 40,000 

& 0.000 

10.1)00 30,000 

$ 10,000 
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usage is misleading, and the expression “profits of the business” 
should be applied only to the net profit. 

Although the titles in the operating section vary ; the form is essen- 
tially the same in all types of business. In the case of the railroad, 
the item “sales” consists of freight revenue, passenger revenue, and 
miscellaneous revenue. From this are subtracted the costs of render- 
ing the transportation service, consisting of transportation expenses, 
such as the wage bill, the cost of maintaining the roadbed, structures, 
and equipment, the cost of r getting business through the traffic depart- 
ment, and similar costs. Some report wages separately. Although this 
information is interesting and sometimes of value, a more generally 
useful classification is along functional or departmental lines, such 
as the distinction between production and selling or transportation 
and maintenance expenses. 

Nonoperating section. After (he operating section should come 
recurrent incidental, though not always unimportant, transactions 
in what is often referred to as ihe 'nonoperating section. Nonoperat- 
ing income is also spoken of as “Other Income" or “Additions to 
Income.” 

The most usual source of (his incidental income is inconuf from 
investments. If, however, the corporation were a holding or invest- 
ment company organized primarily for the purpose of owning securi- 
ties, the revenue from that source would cease to be incidental. In 
such a case, the income from investments would be operating income. 
The distinction between operating and nonoperating income is made 
for the sake of clearness in analysis; and the separation should always 
be made witlPan eye to its effect in that respect. 

Nonoperating expenses consist of (1) fixed charges, which, if in- 
cluded in operating expenses, would make the net operating profit 
useless as a test of operating efficiency; and (2) expenses incurred in 
securing nonoperating income. Of the nonoperating expenses, interest 
on borrowed funds is the chief. Some corporations may find it advan- 
tageous to raise money by means of bonds and stock, rather than by 
stock alone. In a comparison of the profit-making capacity of two 
enterprises, the amount of interest charges vji\\ depend upon whether, 
and how much, debt is used— a financial, and not an operating factor. 
For this reason it is desirable to state interest charges separately 
when comparing the earnings statements of the two organi nations 
with a view to determining their relative operating efficiency. 
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Sometimes taxes, because they are expense factors beyond the con- 
trol of management, are treated as nonoperating expense. Generally, 
a distinction is useful. Taxes related to wages, like the social security 
taxes, will be classified in the same category with the given wages; 
taxes on real estate, with the department or function using the real 
estate ; and only income taxes will be sepy ated as a nonoperating or 
financial cost. 

Other items that are less frequently found under nonoperating 
expense are rent, cash discounts to customers, insurance, and royal- 
ties. The most common treatment is to include among operating 
expenses all of these items except cash discounts,, which are most 
.suitably handled as a deduction from sales. Store rent for retailing 
establishments is a sufficiently important item* to warrant reporting 
it as a separate expense. Merchants that own their premises have to 
earn so much more as operating net income (percentagewise) to pro- 
vide the capital return for mortgage interest and return on ownership 
equity; the equivalent cost for the nonowner is the rent. However, 
.the treatment of store rent as a nonoperating, or financial, cost would 
not make the profit and loss statements of owners and renters com- 
parable. Owners will still have operating expenses for repairs, build- 
ing depreciation, real estate taxes, and insurance that will replace in 
part the eliminated rent expense. This kind of noncomparability of 
apparently similar businesses will concern us more as we turn from 
statement construction to analysis. 

Unusual and irregular gains and losses. Separation of the un- 
usual and infrequently oi urnng gams and losses frtin the regular 
items discussed thus far is desirable. Sometimes these irregular items 
are merely reported in a list that in dudes nonoperating items. Segre- 
gation either by the accountant o* the analyst permits better esti- 
mates of probable future earnings based on the accountant’s history 
of the past. A useful distinction is sometimes made in the classifica- 
tion of these irregularly occurring items on the basis of whether thev 
are the result of events during the fiscal year or during prior years. 
Thus, a write-down of inventory f om cost to a lower market value 
at the year-end would fall in the first class and be called a Profit 
and Loss item,* but the discovery that taxes for a prior year were 
in excess of the amounts accrued would result in a Surplus charge. 
This differentiation accords with the previously mentioned practice 
of gathering all balances entering into the Profit and Loss statement 
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into a summarising Profit and Loss account in t*he ledger but placing 
adjustments that should have been reflected in the operations of 
prior years in the Surplus account. This treatment recognizes that 
Earned Surplus shows the accumulated earnings retained in the busi- 
ness from operations of previous years. 

Distinctions between the # current period and the past are not clear- 
cut. A gain or loss on the sale of fixed assets is generally placed in 
the Profit and Loss class because it is deemed to arciue at the time 
of sale. Actually, it may reflect gradual appreciation over a period of 
years or excessive depreciation allowances in previous years . 2 3 Simi- 
larly, the distinction between recurring and nonrecurring items is less 
sharp than one might think at first. A flood or fire loss not covered 
by insurance is regarded as nonrecurring. Yet the prospect of such 
losses may continue to be a long-run hazard to earnings. 

In recent years the danger that the unskillful reader might overlook 
or omit surplus items from hie thinking has led to a ‘'clean surplus’* 
theory of statement construction, which would eliminate all gains 
and losses from the surplus category (making it “clean’d thus msur-, 
ing the use of a net income figure that would include every element 
of gain or loss .' 4 Insofar as items relating to prior periods afe con- 
cerned, this treatment makes certain that average earnings will he 
adequately inclusive even though the current year’s figure may be 
less correct. With respect to the nonrecurring items, it makes neces- 
sary a double calculation of net income, one to exclude the extraor- 
dinary items as well as the final inclusive net income figure, unless 
that job is to be left to the reader. 

In any case, the reader must be prepared to classify the facts to 
suit the purpose for which he is making his study. If he is attempting 
to judge probable earnings for the coining year, he is likely to dis- 

2 Some would even argue that gam or loss from fixed assets represent change? 
in the value of the pennanenl investment, or “principal," lather than “real in* 
come’’ and so should he shown m Capital Surplus instead of m Earned Surplus 
This position eould best he supported on economic grounds when it could be 
shown that the gain or loss has arisen from a change m the general price level 
and the proceeds from the sale of the fixed assets were just sufficient to maintain 
the purchasing power of the original investment. Because of the depreciation 
factor and the complex nature of most fixed properly, such reasoning m difficult 
to support with evidence m practice. 

3 For a fuller statement of the clean surplus theory and the opposing current 

operating concept, see H. A, Finney and H, E, Miller, Principles oj Accounting, 
Intermediate (New York: Prentice- Hail, Inc., 4th ed., 1961), pp. 111-113. 
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regard all unusual i^ems as nonrecurring over the short term; if he is 
studying long-run earning power, he will eliminate only items so 
unusual as to be unlikely to recur over the long term. Thus, loss from 
decline in the value of inventory below cost and adjustments caused 
by errors in the statement of prior years’ income would be eliminated 
in the first case but retained in the second. Profit or loss from the 
sale of major fixed assets would be eliminated in both instances 

Surplus reconciliation. In whatever form these irregular gains 
and losses are reported, they should be billy enough stated so that 
the reader can understand the causes of :#U significant changes in 
both earned and capital surplus. Formerly, the practice was not un- 
common of making some of these changes in the surplus account dur- 
ing the v*ar with no explanation in the annual report. The amounts 
reported as surplus in the initial ami final balance sheets for the 
period consequently could not be “reconciled/' Now a scpaiaie con- 
cluding section of the statement devoted to the Surplus changes, or 
a surplus reconciliation, is regarded as an essential feature. 

Importance of good construction. The outlined construction for 
the statement of profit and loss is highly necessary for any satisfac- 
tory analysis. An improper and confusing mixture of items often 
exists in published statements. In other reports, the difficulty of in- 
sufficient detail is met. The executive familiar with his needs can 
* • 

demand the proper information. In the competition for the use of 
capital, the creditor and the investor have the means of requiring 
business to give adequate information. The Securities and Exchange 
Commission lias been successful in compelling generally adequate 
reports where the securities have been issued subject to its regulation 
or are listed for trading on the ex* ranges. Such issues now constitute 
most of the corporate securities hold in considerable amounts by the 
public . 4 

Granted tlmt t very effort should be made to maximize the utility 
of accounting data, it is worth emphasizing that no matter how the 
Statement of Profit and Loss and Earned Surplus is constructed, 
analysis will be required to intei »r t such figures. The accountant 

4 A colorful and popular statement of the former inadequacies of some cor- 
poration reports is to he found in W. Z. Ripley’s Main Street and Wall Street 
(Boston: Little. Brown, 1927), particularly in Chapter VI, “Stop. Look. Listen P' 
For matters concerning wM* h the Securities and Exchange Commission is critical 
in statements made to it, s rt e its Accounting Series Release No. 7 (1938). 
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records the past; the reader is invariably looking forward and utilis- 
ing that record to make judgments about the future. Factors like 
changes in the character or volume of operations,, in the price level, 
in management, and in scores of other details are constantly tending 
to make the unfolding future unlike the past even the regular and 
recurring elements of gain §nd loss. 



CHAPTER IV 

Analysis of Working Capital Condition 

Division of the balance sheet. The balance sheet falls naturally 
into two divisions: the first has to do with the assets, which are 
constantly changing form, and the short-term liabilities; the second 
includes tfye more long-lived, or fixed, assets, thp fixed liabilities, and 
the net worth. The first section might »je termed the circulating capi- 
tal section, because at one time the funds of the business are tied up 
in a stock of goods, later the goods are sold and there is an account 
receivable substituted, and then the account is turned into cash, at 
which time the cycle is ready to begin again. The assets engaged in 
This short operating cycle are known as current or ‘‘circulating” 
or ‘‘working” assets, even though in a few cases, such as the tobacco 
inventories of cigarette manufacturers and the aging liquor stocks 
of distillers, the cycle may require more than a year . 1 Current assets 
include all fhose assets that in the normal course of business return 
to the form of cash within a short period of time, ordinarily within 
less than a year, and such temporary investments as may be readily 
converted into cash upon * eed The short-term, or current, liabilities 
on the opposing side of the balance sheet are closely -related and 
include those debts that mature within a year. 

Working capital. Working capital is the* exee c s of current assets 
over current liabilities,* If the latter were larger than the former, the 

1 This ‘ ‘opera tine cycle" test is favored in Research Bulletin No. 30, “Current 
Assets and Current Liabilities — Working Capital” (New York: American Insti- 
tute of Accountants, 1947). where it is reccunrn nded tha* installment accounts 
and notes receivable may lie included as curreir assets, "if they conform to 
normal trade practices and terms wit, hi* die business” and would permit the 
exclusion of a bonded debt falling due w .* m less than a year if refunding is 
expected. 

2 Businessmen and economists? may sometimes identify working capital with 
the current assets. For that reason some prefer the term “net working capital” 
or “net current assets.” The definition used here is that most commonly used hy 
accountants and m the world of finance. Jules I. Bogen, ed Financial Handbook 
(New York: Ronald Tress To., 3d ed., 1948), p. 709. 
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• 

difference would be called a “working capita^ deficit.” If working 
capital is insufficient, a time will come when some new funds from 
more permanent sources will have to be brought into the business to 
increase it or else much of the current assets would have to be liqui- 
dated to pay current debts. 

When this condition thjeatens, through such causes as are dis- 
cussed later in this chapter, the management will, if it is able and 
has sufficient foresight, acquire the needed fixed funds, that is, funds 
from owners or long-term creditors. Insolvency as the term is em- 
ployed in equity courts,* or technical insolvency, exists whenever the 
business is unable to meet its obligations as they fall due. Actual 
isolvency, or insolvency as the term is used in the Bankruptcy Act, 
xists only when the* assets are actually insufficient to satisfy the 
labilities in full. 3 Capital stock is not a liability, and so. the presence 
,)f a profit and loss deficit, indicating that the capital has been im- 
paired, does not constitute insolvency. Inasmuch as assets usually 
irmk very greatly in a forced liquidation, it is always possible that 
condition of merely technical insolvency may be the forerunner of 
;ctual insolvency. 

No creditor wishes to invite the risks attendant upon liquidation, 
nd so the working capital is of vital interest to him, particularly if 
is within the class of current liability creditors. Current creditors 
pect payment from current assets, and consequently if the* balance 
leet is being examined by a banker, a merchant creditor, or any 
other grantor of short-term credit, this portion of the statement will 
be the center c*f attention. 

Fixed assets and liabilities. The second division of the balance 
sheet, as stated, is made up of the fixed assets, the fixed liabilities, 
and the owners’ interests. The !an two items are sometimes called 
the “capital liabilities,” although the latter is not an actual liability. 
They represent the sources of those assets that may be retained for 
a long term of years, or indefinitely. It is customary to classify a 
liability as fixed, instead o f current, if it does not come due within 
a year. 

This second section of the balance sheet is of concern to those 
whose interest in the enterprise, unlike that of the current creditors, 
is to be a continuing one. The chief of these are (1) investors, that is 


5 Ibid., page 930. 
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the bondholders and •stockholders; and (2) the management, which 
diiects operations and makes financial policy. 

The natural division of the balance sheet into two parts is shown 
in the chart gnen below. It is constructed on the assumption that the 
business is in normal condition of having working capital; that 
is, an excess of current assets over current liabilities Although it is 
improper to regard specific assets as the contribution of particulai 
creditors, woiking capital is generally thought of the portion of 
the current asset* contributed by the invesk>rs. 


THE PROPERTIES THE CONTRIBUTORS 



Fig. 1. — The Balance Shert a? a Chart, Showing the DhiMon of Interests 

in the Properties. 

Balance sheet form. Before studying the details of the balance 
sheet, it, is desirable to picture u . a form that will aid in the 

analysis. A standard form ‘cannot be said to exist, and the limitations 

- • m 

of printing space in an annual report make the matter of proper 
form more difficult. The lack of standardization makes some regular 
outline useful to the analyst in rearranging items. Where, as for a 
railroad or a public u f 'Uty, the problem of working capital is of 
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secondary importance and the fixed properties $.nd liabilities are the 
chief concern, the latter may be placed first. In most cases, however, 
the current items are of first interest and should be placed first, as 
in the outline shown on pages 66 and 67. 

Comparisons of working capital. In the syggcsted form, the 
current assets are placed* opposite the current liabilities, making 
comparison easy. Where the purpose is to trace the changes in work- 
ing capital from time to time, however, the figures for the years in 
question might be arranged in vertical columns. This form is illus- 
trated in the following vompurison. 

« 

WORKING CAPITAL COMPARISON 

Uf Glenn L Martin Company # 

(thousands of dollars) 


Current Assets: 

!H4(i 

l!/tf 

I960* 

1961* 

Cash 

10.1S6 

4,738 

4.2K2 

10.657 

I T . S Treasury tax rioter 

12.194 

— 

2,992 


Accounts receivable -trade 

5.3.% 

0.384 

2,488 

6,455 

Contract termination cljunu 

2,818 

ISO 

— 

■> 

Advances on purchase contracts 
Contracts expenditures to be 

4 .004 

HS 

1,214 

1,610 

reimbursed 

813 

1,464 

1000 

, 5.416 

Inventories 

50 230 

12.306 

18 969 

•31,400 

Or her current awt:» 

30(3 

1,903 

409 

— 

• Total current assets 

Cum nf Liability's: 

86.31 3 

27.123 

31,353 

55.539 

• 

Notes payable 

il.OuO 

4,755 

— 

20,972 

Accounts payable 

6,551 

3,981 

3.113 

6,141 

Advances received on contracts 
Renegotiation refund due Gov- 

17 221 

22 

10,013 

17,899 

ernment, etc. 

Reserve for Federal income 

2,480 

5,065 

4.349 

3,338 ' 

tax, etc. 

2,264 

578 

437 

1,622 

Other current: liabilities 

4,307 

5,018 

2,491 

4.706 

Total current liabilities . 

43,825 

17,423 

20,403 

54.678 

Working Capital: 

Other related items: 

42,485 

9,700 

10,950 

• 

861 

Earned surplus 

40,025 

3,282 

9.245 

ttjm (deficit) 

Contingency reserve 

4,000 

275 

— 

— 

Long-term debt 

— 

11,666 

3,097 

14,383 


Company only. 
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• 

Glenn L. Martin Company had been a successful and profitable 
producer of military aircraft even prior to World War II. After 1945, 
faced by the problem of readjustment to a shrunken market, it 
ventured into the field of civil aircraft, hoping to capitalize on the 
expected expansion in commercial transport. Its ensuing losses in 
1947 and 1948 were huge, cutting the Earned Surplus and Contingency 
Reserve by $40 5 million. This reduction represented a 70 per cent 
decrease in the $57.5 million common stock equity at the end of 1946, 
A parallel shrinkage of $32.7 million in working capital from $42.5 
to $9.7 million took place. The introduction of a $11.7 million long- 
term debt was made necessary chiefly by an increase in the net 
property account of $8.0 million. If losses had not been so heavy, this 
expansion could have been cared for from working capital accumu- 
lated in earlier years. • 

In 1951. oh the eve of another major expan-ion of military aircraft 
production, with a backlog of almost a half billion dollars in con- 
tracts, the company took another severe loss almost wholly attribut- 
able to commercial-type plane production. The net loss for the year 
* totaled $22.2 million after a tax credit of $0.3 million and the com- 
mon stock equity which had been $57.5 million at the end of 1946 
was reduced to a nominal $0.6 million at the end of 1951. The nomi- 
nal working capital of less than a million dollars meant financin': was 
imperative if the company was to serve the defence effort. A plan was 
announced whereby banks, the Reconstruction Finance Corporation, 
and certain airline customers for the Martin 4-0-4 type plane would 
contribute funds. 4 Additfi *al funds were contemplated from a sale 
of debentures and rights tv) existing stockholders. The possibility of 
salvaging going-concern values fr< m revived operations ordinarily 
explain the ability of such major concerns to refinance rather than to 
liquidate. Many large industrial corporations were financially em- 
barrassed in the crisis and deflation of 1 920 that followed World 
War I. Such trouble was exceptional in the severe anil prolonged 
depression that began in the early 1930's ;<r large industrials, but 
brought heavy failures in the railren 1 and real estate fields. In spite 
of the readjustment problems of industry in the late 1940 s immedi- 
ately following the end of World War II, losses and financial difficul- 
ties such as Glenn L. Martin Company suffered were the exception. 


* Wall Si*eet Journal , March 5, 1952. 
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Need of working capital. Before passing to a discussion of the 
individual items in the working capital statement, it is well to point 
out the importance of adequate working capital. 

Although the current liabilities are paid from’ cash generated by 
the current assets as a whole, the working capital should be sufficient 
in relation to the current debt to provide against danger from a 
shrinkage in the value of current assets, particularly inventory. Dur- 
ing periods of boom, the current assets and liabilities are rapidly 
increased, so that the proportion is less favorable. The danger of 
overexpanding on inadequate working capital may be illustrated as 


follows : 

1950 

1951 

Current Assets 3 

SI. 000.000 

$2,000,000 

Current Liabilities . . . 

.... 400,000 

1.4(59,000 

Working Capital 

$“600,000 

600,000 


The additional purchases of merchandise in 1951 increased current 
assets and current liabilities SI . 000 , 000 . The current ratio of 10 to 4 
is reduced to 10 to 7 (20:14). If the current assets shrank in value 
one third in 1950, they would still have been more than the liabilities;* 
but in 1951 the same proportionate loss of value in assets would have 
left iho debts in excess. 


Current Assets 
Current Liabilities 
• Working Capital 

Working Capital Defieif 


1950 ^ 1951 

$666,660 *1*33,333 

400,000 1.400.000 

$266,66 6 

$ fWjtfft 


It is a rufb of finance that as the volume ot business for a given 
concern increases the amount of working capital must bo increased 
(provided it was not redundant in the beginning) in order that the 
current liabilities may be provided with a proper margin of safety. 

Inflation is very likely to have the same effect as that of genuine 
growth or expansion as illustrated above. During a period of rising 
prices, “nominal’' profits appear nigh even though “real” profits are 
low or lacking. The former exist whenever sales exceed costs and 
expense* in dollars, but the latter only when the concern has more 
purchasing power at the end of the fiscal period than at the begin- 
ning Whenever business fails to collect enough to replace stocks at 
the higher level of prices because of rigid rules of mark-up or com- 
petitive conditions, current debt will have to be expanded to carry 
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even the same stock hf goods at these higher prices. In the deflation 
between 1929 and 1932, large industrials frequently maintained cash 
and increased current ratios while commodity prices were falling 
rapidly and losses were being reported — a condition which might be 
expected as a logical converse of the illustration.” In the price infla- 
tion after World War II the reverse condition of declining current 
ratios while prices were rising, business volume growing, and profits 
even being made was the lot of many businesses. 

Bank credit. The fact that commercial* banks prefer to invest 
their demand deposits in temporary loans to'biMness often leads to 
the practice of requesting the bank borrower to Rquidate In* in- 
debtedness at least once each war. It is* true that some firm- have 
their papoi^outstanding the year round One argument for thb prac- 
tice is that thj* business is constantly making purchases upon which 
it may take cash discounts that are greater than the di-count paid 
the bank. If the bank credit were not used, the discount were lost, 
and the full period of mercantile credit were taken, a possible profit, 
would be lost. Such a statement, however, is an admission that the 
management could employ additional permanent funds profitably. 
Usually, continuous bank borrowing is practiced by -mall and 
medium-sized rather than by large business units. Such concerns 
often have difficulty in raising permanent fund* by the salt 1 of storks 
and bonds. Working capital is generally built up m <uch <’u>e^ from 
retained earnings. * 

Working capital inadequacy. Inadequate working capital l- fre- 
quently stated as the cause of financial embarrassment n»d failure. 
As an explanation the statement is -uperfieial. The important ques- 
tion is why did the working capital become inadequate to main! mu a 
sound and liquid current position. The possible causes of inadequate 
working capital in a going concern may be located by examining the 
earnings statement and comparing the consecutive balance ? beets. 

Some of these causes derive from unfortunate circumstance.*; and 
others, from bad financial manageme.* alone. A list of the causes of 

inadequate working capital would read; 

« 

1. The payment of unearned interest and dividends. 

2. Operating losses. 

5 Harry G. Guthmann, “Industrial Working Capital During Business Reces- 
sion/’ Harvard Business Review, July, 1934, p. 472. 
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3 . Extraordinary losses. 1 

4 . Current funds used to add to fixed assets. 

5. Reduction of stocks and bonds. . ' 

6. An expanded volume of business and current assets that re- 
quires more working capital than is available. « 

1. Unearned interest and dividends. The payment of interest 
and dividends reduces working capital by taking cash while leaving 
the liabilities unchanged Interest payments are necessary, of course, 
to prevent the business from being declared bankrupt; dividends, 
whether earned or not, are improper when they seriously impair the 
working capital position. The payment of dividends that are not 
being currently earned may arise from a desire to maintain a finan- 
cial record, to hold trade presage, or to make a good showing prepa- 
ratory to selling stocks and bonds. In comparing dividends and 
earnings, some allowance should be made for the tendency to pay 
out dividends after they are earned, so that they lag after rather 
than exactly parallel the earnings. Management may also try to 
make dividends more stable than the fluctuating earning^ When 
working capital and previously accumulated surplus warrant, the 
maintenance of dividends will make for satisfied stockholders. 6 

When earnings are sufficient for dividends, trouble may neverthe- 
less arise from the management V attempt to use the profits w acquire 
additional fixed assets and to pay dividends at the same time. The 
balance -beet as well as the earnings statement must be read in order 
to determine* the propriety of a dividend declaration. To a wise 
director a strong working capital position is as much a prerequisite 
of a dividend declaration as is a surplus account in the balance sheet. 

2. Operating losses . Operating losses may also drain the working 
capital The sales of services or goods may not yield sufficient 
amounts to repay the cost of goods sold and the necessary selling 
and administrative expenses. The condition may be general because 
of business depression or a falling price level. Or, only individual 
companies may be hit at a time when other members of the industry 

are doing reasonably well. Operating losses may be caused by lack 

* < 

For an unusual example of dividend maintenance, the record of American 
Telephone and Telegraph Company may be studied for the decade of the 1930’g 
and even afterward. The Company V S9 dividend rate, inaugurated in 1922, was 
kept up without a break in spite of earnings below that figure in a number of 
years. 
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of knowledge on the part of the executive, traceable to insufficient or 
tardy accounting information. On the other hand, the operating loss 
may be a loss consciously borne throughout a period of stress for the 
purpose of continuing business and keeping the organization intact 
for a later period of profitable activity. The unrecognized losses that 
result from the accumulation of uncollectMe accounts and unsalable 
merchandise will be taken up in the discussion of those accounts later 
in this 'chapter. 

However, operating losses do not always drain off working capital. 
The depreciation of the equipment is included among the expenses 
of operation. This loss drains the fixed assets instead of the current 
assets. An^analvsis of earnings statements frequently shows an ab- 
normal reduction in repairs and replacement:- during a period of 
depression. The depreciation may also be understated, thus reducing 
the reported loss. 

3. Extraordinary losses. A complete list of possible extraordinary 
losses is of course impossible, but it would include any unusual loss 
that might effect a reduction of any of the current asset values or 
increase any current liability without effecting any correspondingly 
favorable change in the working capital. A most common lo-* arises 
from a falling off in the value of inventory resulting from sudden 
violent changes in market price. So impressive was the le.v-un of 
speculative inventory losses to even major companies in the price 
crash of 1920, that no comnarable record of indu.-trial fatalities is fo 
be found in the more prolonged deflation of 1929-1933 or the Ies«er 
decline in 1951 after the post-Korean spurt in price? ami inventory 
accumulation. Many companies now have a cushion in an inventory 
carried at LIFO value considerably below market value. 7 LIFO, or 
last-in-first-out, is a method of recording inventory values When- 
ever raw materials are manufactured or finished good? are sold, they 
are assumed to be the last goods that came into the accounts. Tins 
practice leaves the inventory account showing the oldest goods re- 
ceived as the balance on hand. Sm goods after a period of rising 
prices will be below current replacement cost. The effect of LIFO 
on analysis is discussed later. 

7 Some aee additional protection in the price-support policies of the Federal 
government. That the problem continues to exist and requires a margin of finan- 
cial strength is suggested bv the post -World W'ar II experience of companies 
like Proctor and Gamble Company and the meat packers 
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A defalcation or a burglary, if not covered by insurance, would 
produce the same result. The current obligations of a concern might 
suddenly be increased by an unfavorable court decision in a damage 
case or a patent infringement suit. 

4 . Additions to fixed assets. It not infrequently happens that an 
enterprise diverts cash to' the fixed assets for additions or improve- 
ments. This is usually done during profitable periods, when it is 
vaguely expected that “profits” will pay for the work. If the profits 
are sufficient and the work not too extensive, the matter may take 
care of itself. Sometimes, however, the expenditures reduce the work- 
ing capital to a dangerous extent, and trouble has frequently resulted, 
especially where the lack of current funds is not noted until a period 
of restricted credit and high interest rates has set in. An inexpedient 
issue of securities may then have to be sold in order to. replenish the 
cash, or failing that, bankruptcy may ensue. 

5. Reduction of bonds or stocks. As long as the retirement of 
bonds and stocks is voluntary, the management is not likely to drain 
working capital unduly for this purpose. Probably the two chief 
sources of trouble in this regard are (1) the failure of management 
to balance the drain of such security retirements by a retention of 
surplus and (2) excessive retirements during a period of depression 
when cash is temporarily idle as a result of low busiress , activity. 
Difficulty may also follow when a rigid sinking fund requirement for 
a? bond or preferred stock issue drains working capital more rapidly 
than it can be replenished by earnings. The working capital of an 
unin corporate?! business might be similarly drained by the purchase 
of the equity of a retired or deceased partner. 

6. Expansion of operations and current assets. Some businesses 
are embarras*ed by prosperity. They find their volume of sales has 
grown so rapidiy that they have insufficient working capital for their 
purposes even though nothing is spent to increase fixed assets. (See 
the illustration on page 70 above.) An increased volume of business 
means that a larger stock of goods and larger amounts of customers’ 
accounts must be carried. Up to a certain point, assistance may be 
had from the bank and those selling to the business. Soon, however, 
the point is reached where the more observing creditors note that the 
margin of working capital that protects them is too small in propor- 
tion to the current liabilities. However, if the condition is discovered 
at a time when it is possible to obtain more permanent capital with- 
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out embarrassment,* the business may be saved from subsequent 
financial difficulties. 

Of the six causes of inadequate working capital, the first five 
represent factors that act as a drain upon it ; the last represents the 
failure of working capital to grow rapialy^enough to keep the position 
sound. The first three causes will be reflected in the balance sheet by 
a decline in working capital that is balanced by a decline in the 
surplus. The profit and loss statement wilj have to be examined in 
order to determine which of the three are operative. The fourth and 
fifth causes are purely balance sheet changes, the drain on working 
capital being balanced by increased fixed assets or reduced bonds or 
stocks. Ir#the case of the last cause, working capital may actually 
increase, but because of a more rapid*rate of increase in the current 
debt, the situation becomes financially hazardous. 

Working capital analysis. Inasmuch as inadequate working capi- 
tal is the forerunner, if not the real cause, of financial disaster, the 
# analyst will constantly watch the progress of this half of the balance 
sheet Moreover, care must he exercised to detect any inadequacy, 
because reports are sometimes published in a misleading form. The 
first precaution necessary is to make sure that all items in the bal- 
ance sheet .relating to working capital are properly located. Some- 
times asset's that are not current are included under that heading, 
whereas current liabilities may not all be stated as such. 

The second problem v one of scrutiny of the details with a view 
to detecting whether misstatements exist, and whether the \arious 
values are in a proper proportion one to another. These tfao problems 
are discussed together in the following material. 

Cash. Cash, the common measure of value, is the form toward 
which most of the current assets are traveling. The customers' ac- 
counts are but one step removed from cash. The merchandise 
account, because it is usually converted first into accounts receivable, 
may be said to be two steps removed. 

Cash may be shown under two Loadings: Cash on Hand, and Cash 
in Bank, especially by smaller concerns seeking bank or trade credit. 
This arrangement separates the part that may be verified most easily 
— Cash in Bank — from items that may be misrepresented and which, 
therefore, need careful analysis. Cash on hand has been distorted by 
the inexpert and the unscrupulous to mean a variety of items. It has 
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been stretched to include ‘‘I 0 U’s” of emplo/ees, loans to officers, 
advances to salesmen, and similar noncash items. Where the Cash- 
on-Hand item is stated separately, it should be comparatively small ; 
if it is not, the possibility of some such error as is here indicated 
should be considered. W T hen the balance sheet has not been audited, 
a dishonest or an ignorant^proprietor has been known to show his 
bank balance, without regard to his outstanding checks, as his cash 
in bank. Inasmuch as his accounts with creditors have been reduced 
on his books by these checks, he overstates both his net worth and 
his working capital. Another sharp practice, but one that should be 
detected by an auditor, is the occasional attempt to overstate cash in 
bank by depositing doubtful checks at the time of audit or statement- 
making. An auditor detects such items by checking up on any notes, 
checks, or other items In the course of collection at the hflnk. 

Occasionally, cash in bank is not available for general purposes 
It may he set apart for a specific purpose, as, c or example, for a 
sinking fund. Such cash, in a properly prepared statement, will ap- 
pear under a distinct caption, such as Sinking Fund. During the 
height of the period of bank failures between 1930 and 1933, cash 
in bank wa* m>t infrequently a frozen item. Good practice requires 
that any cash not freely available to pay current debts be stated 
separately. 8 

Cash in foreign banks. Where a business house does an inter- 
national business, or where a financial institution has banking con- 
nections abroad, there are likely to he cash balances carried in 
foreign bank^. The value of such balances varies with changes in the 
rate of exchange for the currency of the foreign country in question. 
Such variation in value will be equally true of obligations, such as 
accounts and notes payable, in foreign cities, unless the transaction 
is on a dollar basis. There are also restrictions upon the withdrawal 
of foreign cash to the United States, so that it is regarded as desir- 

a Further information for the auditor with regard to the security of Cash and 
other balance sheet items may be found in works on auditing (for example, 
R. H. Montgomery, N. J Lenhart, and A. R. Jennings, Montgomery's Auditing 
(New York: Ronald Press, 7th ed., 1949), Chap. yill. However, a credit man 
who analyzes statements is not an auditor, and so only suoh information is 
included here as \s likely to be of value to the former. The statement analyst 
must depend upon the figures presented him and upon such question^ as he 
may be permitted to ask. He rarely has access to the books of the business, and 
a description of the methods of the auditor in discovering errors and misstate- 
ments would consequently be out of place in this discussion. 
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able that balances abroad should not exceed actual needs for foreign 
payments. The danger of loss of assets in belligerent countries 
requires no comment. 9 

Any such foreign bank balances or receivables should be separately 
stated in the balance sheet. Where the presence of such an item is 
known or suspected, a bank credit man should demand detailed in- 
formation. The fact that failures are due to this cause indicates the 
serious need for such close investigation. 

The place of cash in working capital. There have been attempts 
to lay down some rule as to the proper proportion between Cash and 
the other accounts that make up working capital,' but no rigid rule 
seems practicable. The part cash plays in the working capital will, 
and should, vary with the nature of the business and the season Cash 
is essential 9nly insofar as current expenses are incurred and current 
liabilities mature. Ample working capital will normally provide a 
basis for securing cash from the banker for both purposes. It. is only 
when some question arises as to the liquidity of the other current 
assets, when doubt is raised as to the profitableness of the business 
or when a concern runs upon a period of restricted bank credit that 
limited cash becomes hazardous. 

There is, then, no fixed proportion between Cash and the other 
accounts. Many commercial banks, however, require that their bor- 
rowers keep balances that will average from 20 to 25 per cent of 
their hank loans The objection is raised by some businessmen that 
this rule necessitates excessive borrowing. A firm needing $3,000 
would have to borrow and pay interest on $4,000 in order to maintain 
a 25 per cent balance. In effect, he interest charge is raised by 33 H 
per cent. A nominal rate of discount of 6 per cent becomes 8 per cent 
for the amount actually used. 

9 S. S. White Dental Manufacturing Company (1951) summarizes in a foot- 
note to the financial statements the amount, of u reign net assets, giving working 
capital and plant plus other assets as located respectively in Great Britain, 
Central and South America. Canada, >» 1 all other countries. It is stated that 
transactions involving foreign exchange are generally subject to foreign govern- 
ment controls. « 

Warner Bros. •Pictures, Inc* follows the more common practice of not com- 
bining foreign with domestic assets in its balance sheet but showing a separate 
item for Investment in and Adv ances to subsidiaries operating in foreign terri- 
tories, less reserves, at $2,944,674 in 1951. A footnote stated that this represented 
net assets of $12,285,000 and indicated its distribution among the British Tsies, 
Canada, and other countries. 



78 ANALYSIS «0F WORKING CAPITAL CONDITION 

This objection may be valid in some cases. If overlooks, however, 
the fact that ordinary prudence requires the keeping of a balance for 
running expenses and lor protection against those emergencies that 
are likely to arise in business. Moreover, the banker has a right to 
expect his customers to keep some balance to repay him for the 
expense of handling their accounts. If, however, the hank does not 
hase the balance requirement upon these two factors, the practice 
becomes a mere device for raising the rate of discount by indirection. 

A business should, in general, keep cash balances (1) that will be 
sufficient in relation to other current assets and the current liabilities 
to avoid unfavorable comparisons with similar businesses by credi- 
tors, (2) that will support a satisfactory line of credit with the 
commercial bank, if tliat is desirable, and (3) that will Be enough 
to prevent trouble in meeting bills and expenses as tfcey mature. 
Ordinarily, the last consideration would for mercantile and manu- 
facturing concerns mean maintaining cash equal to the operating 
expenses or cost outlays for thirty days to enjoy financial comfort. 
Actually, many small businesses live on a hand-to-mouth bagis and 
would feel happy to enjoy balances one half of this rough standard. 

Accounts receivable. The accounts receivable should represent 
the amounts owing from customers for the sale of goods or services. 
Because it has sometimes been used to include any amount owing to 
the business, occasional attempts have been made to use a more 
definite title, such as “Trade Debtors.” The statement form of the 
National Association of Credit Men uses the caption “Accounts 
Owing from ^uStomers Collectible.” 

Such a title excludes advances to salesmen, loans to officers, and 
the like. Accounts with subsidiary or allied companies, where the 
balances are likely to represent a more or less permanent advance, 
should be placed under the fixed assets. In any case, it would be bad 
practice not to state such balances separately. Goods transferred to 
branches of the organization should not be regarded as a charge to 
be shown as accounts receivable. Similarly, goods sent out on con- 
signment constitute unsold inventory, not accounts receivable. 30 The 

goods, until sold, are a part of the inventory. 

• * 

10 In the spectacular failure of the corporation making the superseding patent 
medicine, Hadacol, a secured creditor alleged that m attempting to collect 
assigned accounts receivable it found that . . m many cases merchandise had 
been delivered on consignment.” Wall Street Journal , October 4, 1951 . 
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Pledged aasetft* Whenever accounts receivable, or, for that matter, 
other assets, have been pledged in order to secure credit, they should 
be shown under a separate title or otherwise clearly shown in the 
balance sheet. Such assets are subject to the prior claims of the 
secured creditor nr creditors who hold the assignment or other evi- 
dence of pledge. Almost any of the assets may be pledged. Accounts 
or notes receivable or some kinds of merchandise may be pledged 
to secure loans. Equipment is sometimes pledged to the vendor to 
secure the payment for the same. Securities, if available, are fre- 
quently used as collateral security at banks . 11 

The circumstances under which such pledges arise are various, and 
so will be discussed later, and more appropriately in relation to the 
various liabilities for which such security may be given. Inasmuch 
as the hypothecation of receivables *is important to creditors and is 
sometimes not mentioned in a poorly prepared balance sheet, a 
method of checking up on this point will be touched upon in Chap- 
ter XL 

Notes receivable. The same analysis described for the accounts 
receivable is desirable for notes receivable, or, as they are sometimes 
called, bills receivable. The note, because it is an instrument signed 
by the debtor, may or may not be paid more promptly than the open 
book #cc$unt. The terms are unmistakable and a note lends itself 
more readily to the legal requirements necessary to collection by law\ 
All bills of exchange or drafts that have been accepted are regarded 
as notes receivable. 

It is very important to learn whether these notes were given at the 
time of the sale or after the a count had become due. If the latter 
is the ease, the notes represent t ^tensions of the original credit period 
and are clearly an inferior asset. They are overdue accounts. Famil- 
iarity with trade practice will often indicate whether notes receivable 
are to be expected in the balance sheet or not. When their use is 
unusual, it is frequently assumed by the reader that they represent 
a less desirable asset, representing either overdue accounts converted 
into notes, or special credits outside of regular trade, such as notes 

11 The possible importance of a pledge may be seen in the statement of 
Warner Bros. Pictures, Inc. (i$40) that to secure serial bank loans amounting to 
$4,000,000 the Company had pledged stockholdings in a subsidiary, which repre- 
sented net assets included in the consolidated balance sheet of approximately 
$42,700,000. The lien of distinct importance to the Debenture bondholders 
and other unsecured creditors. 
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from officers or employees, and so of doubtful maturity and liquidity. 

Certain wholesale lines customarily take notes. Examples of these 
are the fur and jewelry trades. In general, the usemf the promissory 
note is limited in this country to lines dealing in commodities of 
large unit value, or lines that grant a long term c of credit. In the 
statement of such a business the accounts receivable, if present, 
would be fairly small. 

Trade acceptances. In the early years of the Federal Reserve 
system, merchants were ui^ed to shift from the open account to the 
trade acceptance for trade credit purposes. These written evidences 
of trade debt have “two distinctive characteristics: (1) they are time 
drafts drawn on the customer and accepted at the time that the sale 
is made , whereas a note may be given at any time; and (2) they 
cannot be used in transactions other than the sale of rperchandise 
and properly be called trade acceptances. Recognition of these char- 
acteristics can be shown by a written or printed statement on the 
face of the trade acceptance. 12 

The trad^ acceptance, it was hoped, would give the creditor aynore 
precise claim and one more readily negotiable at his bank. Banks 
were to enjoy the benefit of holding the security of the current asset 
closest tc cash instead of a general unsecured note of the borrower. 
Customers resisted the change. The open account gave flexibility in 
obtaining adjustments or making returns. The element of compulsion 
in a«note with a fixed maturity was disliked. So, in spite of various 
possible advantages, the trade acceptance made little progress. Where 
used, it may appear as Notes Receivable. 

Selling receivables; factoring. When a receivable is sold outright 
to a finance company so that the latter has no recourse to the seller 
and bears the credit risk, the procedure is called factoring. Because 

12 In the Uniform Negotiable Instruments law a draft or bill of exchange is 
defined as an unconditional order ir writing, other than that of a banker, signed 
by the person giving it. requiring the person to whom it is addressed to pay, 
in the United States, at a fixed or determinable future time, a sum certain in 
dollars to the order of a specified person. 

The standard form of trade acceptance recommended by the former American 
Trade Acceptance Council is the customary draft form with the following state- 
ment printed below the body and above the signature of the drawer: “The 
obligation of the acceptor hereof arises out of the purchase of goods from the 
drawer, maturity being in conformity with original terras of purchase. The 
drawee may accept this bill payable at any bank, trust company, or banker's 
office in the United States which he may designate." 
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of the growing complexity of credit arrangements, an analysis is 
frequently necessary to determine whether a given concern is factor- 
ing or merely making a loan secured by receivables and continuing 
to bear the credit risk. Even in factoring, the purchaser may retain 
a portion of the 3pm he owes for the receivables bought on the prin- 
ciple that some reduction may occur, as through returns and allow- 
ances. Such adjustments can occur even in the case of cash sales that 
are apparently closed transactions. 

But a sale of receivables may be accompanied by a repurchase 
agreement under which the vendor undertakes to make good on any 
credit loss and even to undertake all collections., Although a “sale” 
and to that extent legally like factoring, such an arrangement must 
be analt^ed as like a pledge of receivables for a loan. 13 

Quick assets versus inventories: Some persons in analyzing the 
short-term credit position of a business like to make a sharp distinc- 
tion between the assets discussed thus far and the inventories. The 
former, consisting of cash and equivalent and the receivables, are 
sometimes called the quick assets. Two differences between them and 
the inventories are that (1) the former are claims to dollars rather 
than to goods and are therefore '‘fixed value” assets, and 12) they 
are one step nearer to cash. Inventories are subject to changes in 
• 

3 3 Titus, •Western Auto Supply Company in its 43d annual report shows: 

December 31 
1951 1930 

Retail customers 1 accounts — mainly installment 

accounts due within one year S18 683.52S S23.602.890 

Less — Accounts sold to banks 'less company's 
equity therein, $1,843,366) (Note 3) 11,724.496 12.075,159 

$6,929,032 $1 1.527.731 

", Note 1 . Customers' installment accounts have been sold to banks subject 
to terms of a purchase agreement under which the company assumes certain 
obligations under specified conditions It is believed that the actual liabilrv 
thereunder is reasonably covered by t hit allowance of $659,303 against in- 
stallment accounts included in the allowance for doubtful accounts and 
collection expenses.” 

Commercial banks became interested in loans secured by accounts receivables 
during the late 1930’s when* lending opportunities were scarce. They still prefer 
unsecured loans and the security of notes, such as are common in the field of 
installment paper, rather than of accounts receivable. Accounts receivable loans 
and factoring are largely the business of specialized finance companies. H. G 
Guthmann and H. G. D^ugall, Corporate Financial Policy (New York: Prentice- 
Hall, Inc., 2nd ed., 1948), pp 421-430. 



$2 


ANALYSIS OF WORKING CAPITAL CONDITION 


market value and must be £old before they become available for 
debt-paying purposes, 

A banker who liked to emphasize this distinction might wish to see 
the working capital portion of the balance sheet stated as follows: 


Quick Assets: 

« 

Cash on Hand . ^ 

$ 263 

Cash in Bank 

1,260 

Accounts Receivable 

11,982 

Notes Receivable 

832 

Total Quick As^ts 

$14,337 

inventories: 


Finished Goods 

$ 3,944 

Work in Proce.sa 

2.860 

Raw Material . . ... 

6,715 • 

Supplies 

. .. 1.630 

Total Inventories 

.... 16,149 

Total Current Assets ... 

"$29,486 

Current Liabiht ies : 


Accounts Payable 

$10,751 

Accrued Expenses 

368 


Total Current Liabilities . . . $11.1 1 9 

In the above case, the prospective borrower, having made recent 
purchases of raw material, is desirous of securing a loan to pay off 
his accounts payable in order to take advantage of certain cash dis- 
counts. The banker will be inclined to look with favor upon such a 
loan where the total amount of current debt after the loan will not 
exceed the quick^ssets. The fixed-value current assets will thus cover 
the fixcd-valfle current debt. The hazards of the merchandise mar- 
kets in some lines of business may make such a high standard for 
bank credit reasonable. It is not, however, to be regarded as a general 
rule that is always followed, because there are some staple commodi- 
ties that are more readily convertible into cash than are receivables. 
Nor will the use of such a rule-of-thumb automatically insure sound 
loans. The borrower may divert the cash receipts from such quick 
assets to purposes other than current debt liquidation or the extra 
materials purchased might become the basig for a permanently ex- 
panded volume of operations rather than *a seasonal ^r temporary 
expansion. 

Merchandise inventory. Under the head “Merchandise Inven- 
tory” may be considered the inventory of the trader who does not 
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manufacture, 14 In studying the value of the merchandise, three 
questions arise: 

1. How were the quantities of stock arrived at? 

2 * What was the method of valuing it? 

3. What is the probable salability of the goods? 

The amount of stock should be arrived at by a careful physical 
count at the end of each accounting period ; that is, by inventorying. 
Sometimes the figure is arrived at by small concerns by estimating. 
Or, a continuous record of incoming and oulpoing stock may be kept, 
so as to provide a perpetual inventory. Inasmuch as there is but a 
very slight chance that a counted or perpetual inventory will come 
out in eve # n thousands or hundreds of dollars*, the use of estimates 
may usually be detected by the presence of round figures in the bal- 
ance sheet. Another danger is that consigned goods will be improperly 
included, although such goods are the property of, the consignor. 

It has become the general rule to use the lower of cost or market 
value on the date of the balance sheet. The term “market” means 
’current replacement value either by purchase or reproduction as the 
case may be. The basis of valuation should be learned, and to aid the 
reader it should he stated in the balance sheet itself. A special situa- 
tion arises jjvhere inventory is shown at substantially below its cur- 
rent value because of the use of the LIFO (last-in-first-out) basis of 
determining “cost.” This problem as it affects credit analysis is dis- 
cussed in the next chapL 

Where goods have been received in exchange for merchandise, the 
valuation should be carefully scrutinized. The automobile sales 
agency may be used as an example. The proper basis for valuation 
of second-hand cars in this case would not be the amount allowed for 
them, nor the amount for which they would sell, but the latter 
amount less a reasonable percentage for necessary selling and admin- 
istrative expense as well as a reasonable profit, unless, by chance, 
that figure was more than cost, in which case cost would be used. 

The matter of salability is important, in that it is only upon con- 
version that goods become available for debt-paying purposes. The 
goods may be without a market. Staple articles are least likely to 

14 A fuller statement of principles and precautions fo** Inventory Pricing is 
given in Research Bulletin No. 29 (1947) of the American Institute of Account- 
ants. 
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lose their market, although even with them the, price may drop to a 
ruinous point. In some lines of business, such as millinery or women’s 
clothing, changes in style may render an overgrown inventory value- 
less. If a business is suffering from decay, the g'bods may be shop- 
worn. These are possibilities to be considered in the light of internal 
analysis and business experience . 15 

Finished goods inventory. The valuation of finished goods is not 
unlike that of ordinary purchased merchandise. The chief difference 
lies in the fact that its valuation, if it is to be more than a guess, is 
dependent on the cost accounting . 16 In the absence of such accounts, 
the door is left open to inflation on the one hand, and to ultracon- 
eervative understatement on the other. 

Although undervaluation of inventory is not usual, it is reported 
that some of the more conservative textile mills follow a regular 
practice of carrying their inventory at about one half its actual pur- 
chase price. Although creditors are protected rather than harmed by 
such accounting, it is to be condemned. It is deceptive to stock- 
holders, and would, if at all general, greatly hinder all attempts at 
genuine analysis. Statements must be as accurate as possible if they 
are to be satisfactory as information. # 

There is a temptation for the manufacturer — not presented to the 
trader — to increase unduly the stock on hand. It is natural to desire 
a continuance of manufacturing operations, not only t\) amid the 
losses of idleness, but al>o to keep the labor force intact. Unit costs 
are kept low by regular operation. This tendency is likely to increase 
liabilities throygh the purchase of materials required in manufacture 
and to redifce the cash resources to a dangerously low point. There- 
fore, the question is raided as to what constitutes overstocking. It is 
ordinarily unwise to acquire a stock in excess of what can be sold 
within the period that it normally takes *o turn over stock, a point 
discussed in the next chapter. 

35 Internal check, which is based upon a study of turnover, is discussed in the 
following chapter. 

3 6 The difficulties of allocating costs are a dominant reason for the meat 
packers' use of selling price loss: an allowance for selling expenses in valuing 
inventories. The reasons for the method suggested by I). Hwnmelblau are (a) 
it is easy to ascertain and apply to inventory scattered over a large number of 
pomts, (b) cost is not known in many cases, and (c) Imentorv is disposed of 
in a short time and hence is regarded as sold, for all practical purposes. (Inves- 
tigations Jot Financing , New York: Ronald Pr< 3d ed . 1947, Lecture 4, p. 73.) 
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The following statement of working capital for a furniture manu- 
facturer, the Bergstrom Furniture Company, shows the position of 
a growing concern with its inventories stated in detail and apart 
from the other current assets. 

BERGSTROM FURNITURE COMPANY, INC. 

Statement of Working* Capital 
As of Decomber 31, 1951 


Current Assets 


Current Liabilities 


Cash . . 

S 11,127 

Accounts* Payable . . 

$207,342 

Accounts Receivable (allow- 


Notes Payable 

95,234 

ance made for bad debts 


Accrued Expenses 

19,420 

and discounts) 

369,243 

■ 


Notes Receivable 

78,629 



Inventories ;* 


• 


Finished Stock 

83,242 

• 


Work in Process 

19,352 



Raw Materials 

31.462 



Total . . . 

$593,055 

Total 

$321,996 

Working Capital 



1271,059 

* 

In the above case, the 

inventories are of less importance than the 


receivables — which is most likely to be true in a seasonal business 
just after the selling season is over and before the accounts are col- 
lected. Sometimes unusually long credit terms* as in installment sell- 
ing, result in a high proportion of receivables to other current assets 
Although the current assets are not twice the current liabilities, the 
cash and receivables are nevertheless so large a part of the total 
current assets that they alone are in excess of the current liabilities. 
Because of the none too high ratio of current assets to current debt, 
the quality of the former is a matte” of concern to the creditors. With 
so much tied up in the item of receivables, their quality or collecti- 
bility becomes a point of central interest. The method of checking 
on this and other points is considered in the following chapter. 

Partly finished goods. The partly finished product, or work in 
process, represents the value of rav material plus the labor applied 
to it and a proper proportion of the indirect expenses of production, 
such as the depreciation o£ machinery, power, heat, light, and similar 
items. The amount of indirect expense, overhead, or burden included 
in the value of this inventory represents, in the majority of instances, 
a more or less expert estimate. It should, however, be obtained 
through the use of cost accounts whenever practicable. Such accounts 
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serve to show the cost of the product at the various stages of its 
production and, where there is the production of more than one type 
of commodity, to distribute the costs scientifically among the differ- 
ent products. 

The increased interest of businessmen in this special branch of 
accounting has been reflected in the growth of the National Associa- 
tion of Cost Accountants. There is a marked tendency to standardize 
the methods of cost accounting within the different industries. Stand- 
ardization is valuable tc\ the analyst because it assures him as to the 
comparability of statements to be used for determining the relative 
efficiency nf competing units and discovering the reasons for differ- 
ences in production costs. 

Partly because of the doubtful correctness of the unfinished goods 
valuation, and partly because it has little value in a liquidation, the 
item heavily discounted in the analysis of bankers aud credit men. 
Unfinished goods in, for example, the clothing trades usually have 
little value except as scrap. But when a liquidation basis of values 
is to be taken, nearly all inventories need to be heavily discounted. 
A forced ^ale invariably results in^crifices of values. Even accounts 
rert ivable are hard to collect in receivership. The balance sheet, how- 
ever, is intended to reflect going-concern and not liquidation values. 

The heavy loss in inventory values in bankruptcy ceses led mer- 
cantile credit men to establish co-operative adjustment bureaus for 
t # he more efficient handling of embarrassed debtors . 17 The adjustment 
bureau acts in the capacity of a committee of creditors. Inasmuch as 
the bureau demotes its whole attention to the work of handling em- 
barrassed debtors and represents a number of creditors as a unit, it 
is much more efficient than any creditors’ committee would be. Where 
conditions warrant, the debtor is permitted to continue in business — 
a solution more likely to result in satisfaction to creditors than a 
resort to bankruptcy. Where it is necessary to wind up the affairs of 
the debtor, the bureau conserves the assets, securing a much better 
price than could be expected from the customary unsystematic sale. 
When it appears profitable, a bureau might even have any partly 
finished goods completed before it liquidated a business. 

Raw material inventory. Raw material will be*put to the same 
general test of value as that given above for the inventory of a mer- 

17 See It. P. Ettinger and D. E. Golieb, Credit and Collections (New York; 
Prentice-Hall, Inc., 3d ed., 1949) r p. 301. 
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chant, it often consists of staple commodities possessing a wider 
market than the more specialized finished goods. The balance sheet 
is, however, the picture of a moment, and if the business becomes 
embarrassed at a later date, the raw material by that time may have 
been converted. • 

The size of the raw material inventor should be studied. Nor- 
mally, it should be reasonably small, in order not to tie up an unduly 
large amount of capital. Where an impending scarcity threatens to 
halt operations, however, wisdom dictates tfie purchase of adequate 
supplies. This practice constitutes speculation, in the better sense of 
the word — a policy which should be pursued only with caution. Large 
purchases are particularly to be avoided after a period of rising 
prices. At Such times the scarcity is exaggerated by the hysterical 
buying of ill-informed buyers. Purchasing policy should depend upon 
the underlying conditions at the time but, in general, creditors and 
investors favor a nonspeculative policy that minimizes the invest- 
ment in inventories. 

• Supplies inventory. The location of the supplies inventory in the 
balance sheet varies. When it consists of such things as stationery 
and office supplies, it is likely to be grouped with the prepaid expenses 
and may be placed outside the current asset group. Factory supplies, 
however, ^ are d heading in the direction of manufacturing costs and so 
towards inventory. They are likely to appear under the Inventory 
group. Occasionally, as m some factories, supplies are important 
items, and in liquidation are as marketable as a raw materials in- 
ventory, • m 

Advances on contracts. Advancer or deposits are sometimes made 
on contracts for special goods. Such advances to suppliers of mer- 
chandise are sometimes improperly placed with accounts receivable. 
They are decidedly different, however, from accounts receivable. The 
former are prepayments for merchandise to be delivered, and the 
latter are claims to cash for goods sold to others. The advance indi- 
cates an approaching addition to mc r : handise and probably to ac- 
counts payable. If the prices are declining, this item points to a 
commitment likely to result in loss. It must be thought of as being 
a step further from cash than merchandise is. 

Investments* Whether investments are a current or a fixed asset 
depends upon the policy and the intention of the management. If the 
investments are held for the purpose of controlling other enterprises. 
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or are intended as permanent investments, or afe not readily market- 
able, they should not be classed as current. Securities may be pur- 
chased, however, with the idea that they are to be sold or used as 
collateral for loans in case of need. 

Unfortunately, such securities are likely to be purchased in good 
times when they are high-priced, and the cash thus tied up is often 
needed when security values are low. It is for this reason that securi- 
ties, even of the best grade, are not regarded as a wholly satisfactory 
cash resource unless they mature within a short time. The short-term 
obligations of the United States Government which are either re- 
deemable at fixed prices on demand or whose short maturity limits 
price fluctuations are favored as temporary business investments. 

When carried as current assets, temporary investments are ex- 
pected to follow the rule of the lower-of-cost-or-market, unless the 
market depreciation is so small as to be immaterial. Market is fre- 
quently shown parenthetically in the balance sheet where the asset 
value is at cost. 

Deferred charges. Deferred charges, sometimes called deferred 
assets or deferred expenses , are usually stated separately from cur- 
rent assets. Very different sorts of items are included under this 
heading. When they consist of prepaid expenses, it could be argued 
that they should be included among current assets computing 
working capital for a long-term analysis. Such treatment would be 
justified on the ground that prepaid expenses of a short-run nature, 
such as prepaid rent or insurance, relieve the cash of just that much 
of a draiiwthftt it would otherwise bear during the following period. 
Exclusion is common, however. The common separation of even pre- 
paid expenses from current assets probably reflects the historical 
influence of creditors upon balance sheet form. The argument is that 
such deferred items can seldom be converted into cash to pay debts 
in case of trouble. It is an example of a liquidating rather than the 
conventional going-concern approach. Other deferred items may rep- 
resent long-term items or charges that are spread over the future 
merely as a matter of expediency. Value may have been parted with 
and the benefit to future periods doubtful. 18 

• o 

18 In 1949, General Cable Corporation reported the payment of $2,013,000 in 
that year to cover past service pension accruals in connection with setting up a 
new system. Of this amount, only the 10 per cent that was tax deductible for 
that year was included in expenses, and the balance of $1,812,000 was included 
among Prepaid Expenses and Deferred Charges. 
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Two common deferred charges, unlike the prepaid expenses, are 
organization expense and discount on bonds issued. The costs of or- 
ganizing a corporation are met before any profits are available to 
offset them, and so they are shown for a period as assets to prevent 
a deficit from appearing in the balance sheet. It is not regarded as 
conservative to carry organization expense as an asset beyond the 
first few years of a corporation's career . 19 

Corporations frequently sell their bonds for less than par value, 
that is, at a discount. When the bonds mature, however, the full face 
value must be paid to the bondholder. The discount plus the interest 
payments constitute the cost of borrowing. It would*be clearly unfair 
to regard the discount as a loss for the year in w T hich the bonds are 
sold. At th£ time when the bonds are introduced at par as a liability, 
the discount appears as a deferred charge among the assets to be 
gradually written off over the life of the bond issue. 

The investor, then, might wish to analyze the deferred items before 
classifying them and include prepaid expenses among the current 
assets. The common practice, however, is to treat all deferred items 
as belonging under a special assets classification. It is almost always 
a minor item, and its classification would in any case have little 

effect upon the commonly studied balance sheet relationships. 

• 

19 Althdugh*’this is the conventional attitude, the author believes that organi- 
zation expense is better classified as an intangible asset. Like good will, it repre- 
sents an expenditure for an intangible that is necessary to the acquisition of<H 
going business, and its climinanon is to be regarded as a matter of expedient 
conservatism rather than of principle. Under the Federal income tax regulations, 
it has to be treated in the manner suggested. It cannot be deducted as an ex- 
pense iu the calculation of net income object to the tax. Under the Federal 
excess profits tax, concerns find the retention of Organization Expense as an 
asset desirable in order to increase their “invested capital/’ just as the presence 
of other permitted intangible as.sets upon their books is helpful. 
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Analysis of Working Capital Condition 
, (Continued) 

» 

Current liabilities. The current liabilities represent the claims 
that will have to be liquidated within a short time. The # short term 
implies that the credit is needed only briefly. When a businessman 
buys machinery or adds to his fixed assets by incurring current lia- 
bilities, he may be accumulating trouble as well as liabilities. A 
machine, unlike a bill of goods, cannot be converted readily into cash. 
Unless the working capital was more than adequate before the pur- 
chase, such assets should he acquired by more permanent financing. 

Even a bill of goods may not provide the means of meeting the 
liability thus brought into the balance sheet. The time required to 
realize on the goods may be greater than the credit period, or the 
price of the goods may fall, or the market itself may disa'ppc'ar, possi- 
bilities that explain why the banker, in most cases, lays less emphasis 
on the inventories than on the quick assets; that is, cash and equiva- 
lent plus receivables. The latter do not depend upon the sales 
organizatifln for their cash quality. 

Although values may shrink or disappear on the asset side, it has 
been said that the liabilities are never overstated, and it is true that 
overstatement of the liabilities is exceptional. Occasionally in recent 
years a corporation has overestimated its liability for Federal income 
taxes. In cases of uncertainty the practice has the virtue of conserva- 
tism and results in so much hidden working capital. 1 

1 F. H. Hurdman described another case of overstated liabilities as follows: 
“One concern I know made a practice of entering foreign purchases at the nor- 
mal rate of exchange with a corresponding amount in liabilities. At the end of 
the fiscal period those goods unsold were valued on the basis of the prevailing 
rate of exchange, but the liability was not correspondingly reduced. The result 
was an overstatement of liabilities/' (Paper on “Analysis of Financial State- 
ments” read before Robert Morris Associates at Richmond, Va., November 24, 
1922.) 
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Checking the current debts. In a balance sheet prepared by a 
qualified public accountant, the reader will expect to find the current 
liabilities fully stated and properly classified. The figures of small 
concerns submitted by the owners may require checking for omissions 
or improper classification. 

Sometimes a fixed debt has serial maturities or installments due 
within one year. These are current debt. They are paid from the cur- 
rent flow of funds. When a maturing bond issue or mortgage is rea- 
sonably certain to be refinanced, it is etffcluded. Until a definite 
arrangement has been concluded, however, such a liability comes at 
least potentially within the current class, and nfay so reduce or 
eliminate the working capital as to endanger the solvency of the 
enterprise* It may be noted in passing that usually, though not in- 
variably, mortgages and bonds become payable at once if their inter- 
est is not paid. Bank overdrafts are sometimes placed among the 
current assets in red ink or in italics, to be treated as deductions 
Their proper place, however, is among the current liabilities. 

• Omissions, when they exist, are a more dangerous factor than mis- 
placed items. An unscrupulous merchant might include, as inventory, 
goods that are not paid for but the liability for which has not yet 
been entered on the books. Such a possibility makes honesty a prime 
requirement, in credit matters. Expenses, such as accrued* taxes, may 
be omitted through a lack of accounting knowledge. Sometimes, be- 
cause of the tardy enactment of Federal income and excess profits tax 
legislation or because of tne uncertain application of some law, the 
proper tax liability can only be estimated. When tax tat^ are high, 
as in recent years, the possible erix-r may be substantial. A special 
problem exists for the unincorporated business, where the income 
tax liability is that of the owner rather than the business unit. Never- 
theless any unpaid liability of the owner may prove a drain on the 
working capital of the business. It might be added that this may be 
true for other debts of the owners as well. 

Moreover,, there may be impendi.^- current liabilities. An adverse 
court decision may be pending. Goods may have been contracted for, 

2 Under the uniform classification of accounts prescribed by the Interstate 
Commerce Commission, however, funded debt is not treated as a current lia- 
bility unless due and unpaid. For the analyst, such exclusion would often be 
useful elsewhere, as in the case of real estate companies, where principal pay- 
ments on long-term debt ar- to be paid from future receipts rather than current 
assets. 
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and the "contracts may become a burdensome obligation in a falling 
market. Contracts for raw material or merchandise, especially when 
for more than ordinary amounts and when made in a boom period, 
may create heavy losses in the succeeding business recession. Again, 
contracts may have been made to deliver goods or« render services for 
some time in the future, contracts that would be unprofitable in a 
rising market. 

Secured creditors. Ordinarily all creditors, except those few given 
priority by law, expect in' case of liquidation to share in the assets in 
proportion to their claim’s. If there is any loss to creditors, it will be 
distributed pro rata. Where some of the creditors are secured by a 
pledge of a part of the assets, the risk of the others is correspondingly 
increased; for this reason a correctly stated balance shfcet should 
show separately which creditors, if any, are secured and also which 
assets are pledged. 

Inasmuch as liens on any of the assets weaken the position of the 
general creditors, the giving of such pledges impairs the credit stand- 
ing of a concern to that extent. Strong concerns, as a eonsecjuenee,* 
avoid liens to current creditors if possible. On some occasions, cus- 
tom dictates the giving of a lien. When this is true, allowance should 
be made accordingly. Bank credit demands special concessions. It 
may be the part of wisdom, vriiere a concern possessed inventory 
that has exceptional value as collateral or desirable installment notes 
from customers, to pledge them for a bank loan. A well-secured loan 
might easily lead to a lower rate of discount or might be the only 
means of bprrdwing for the particular concern. 

Accounts payable. “Accounts Payable” is generally the first item 
in the list of current liabilities. In a mercantile or manufacturing 
enterprise, the item should represent amounts owing to trade credi- 
tors. Just as the size of the accounts receivable indicates the rapidity 
of customers’ payments, so the size of Die accounts payable shows the 
rate at which the concern is paying its own bills. If the customary 
credit term is thirty days, then the accounts payable should not 
exceed one twelfth of the annual purchases, except in the case of the 
business that purchases seasonally and so has a very heavy indebted- 
ness at certain times of the year and a Very small indebtedness at 
other times. 

In most lines it is advantageous to pay on practically a cash basis. 
Not only are discounts given for cash, but prices may be shaded for 
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a cash customer. Fof this reason, notes payable to banks are usually 
more economical than an equal amount of accounts payable, except 
when the latter ar.e small. Thus, if cash discounts are allowed for 
payment within ten days, then accounts owing for less than ten days* 
purchases would indicate operations on what is called a “cash basis” 
in trade credit circles. « 

Notes payable. Notes payable, which are also known as bills pay- 
able, may be given to merchandise creditors, to banks, or to other 
parties, or sold for cash through commercial paper houses. Where the 
notes are given to creditors for merchandise, it should be ascertained 
whether they are given in accordance with trade custom or to settle 
overdue accounts payable. Where the notes payable are mingled 
without distinction, a figure ending in round numbers would usually 
indicate that they were notes given to banks or sold through dealers 
in commercial paper. Notes of this kind indicate, on the whole, that 
the enterprise has fulfilled a higher set of credit requirements than 
Las the concern that has been able to obtain only mercantile credit. 

• The analyst, however, should not be biased in favor of concerns en- 
joying bank credit, because even banks may make injudicious loans; 
he should form his judgment independently. 

Where the notes have been given to others outside regular business 
channels, tJiere i« a question as to the financial condition. It is not 
customary to borrow from friends, relatives, or officers except when 
a business is in financial difficulty and unable to finance in the usual 
way. There is an implication that credit from these persons is on a 
personal rather than a business basis. Where a perftmqji interest is 
involved, there is the danger that ich a liability may receive special 
consideration. If a storm breaks, these loans may be paid off before 
bankruptcy proceedings are started. Liens on the assets aie some- 
times given to these persons and the transaction is not properly de- 
scribed in the financial statement. 

Loans payable. Loans payable are sometimes distinguished irom 
notes payable. The difference, if exists, might lie in the absence 
of a written instrument such as a promissory note. The loan might he 
recorded only upon the books of parties concerned. The Loans Pay- 
able item may represent miscellaneous borrowings of the character 
indicated above, which should come under Notes Payable to Others. 
Again, the title may represent the loan of a finance company making 
an advance on the pledge of the accounts receivable. 
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These finance companies, which are also referred to as “receivable 
companies” or “discount companies,” make advances for from 75 to 
80 per cent of the selected accounts receivable. The accounts are then 
assigned to assure the payment of the loan. The account may be col- 
lected by the lender, but usually this is objectionable to the borrower, 
who feels that his customers would regard the arrangement with 
suspicion if not actual distaste. Under the more usual “nonnotifica- 
tion” plan, the customer is not notified of the lien, and the liability 
may be concealed from creditors. 

When a concern arranges to sell or to discount its receivables, a 
contract is signed that provides, among other things, (1) the charges 
to be made and the times of payment by the assignor; (2) that, under 
the nonnotification plan, the assignor permit the finance company’s 
auditors to call at their pleasure to inspect his books aryl other rec- 
ords; (3) that the assignor transmit on the day of receipt all original 
checks, drafts, notes, or other instruments received in payment or on 
account of any receivables sold to the company; and (4) that the 
assignor give the company power of attorney to transact any lousiness • 
relating to the assigned receivables, including indorsement of checks, 
drafts, notes, and other documents with the assignor’s name. In addi- 
tion, the assignor gives an actual assignment of his interests and title 
in the receivables, listing each invoice. 3 % 

The above is a statement of the usual practice; a few variations 
from it may be noted as follows: 

1. Some finance companies abo take notes and acceptances as 
well as accounts receivable. This is likely to be the case with retailers 
who sell such goods as automobiles and take one or more notes in 
pare payment on the same. 

2. Accounts and notes may be bought outright by a finance com- 
pany or other factor. The commission or discount deducted is made 
sufficiently large to remunerate the purchaser for possible bad-debt 
losses as well as for interest. To secure the assignee of the account in 
case the invoice should be reduced because of returned goods, or 
because of any reason other than bad-debt* loss, the actual advance 
will be somewhat less than the difference between the*amount of the 

3 For u description of these various specialized financing companies, see H. G. 
Guthmann and H. E. Dougall, Corporate Financial Policy (New York: Pren- 
tice-Hall, Inc., 2d cd., 1948), Chapter 20. 
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account and the cofnmission. After the account has been paid, the 
assignor receives the remainder of his share in the account. 

Institutions that make this latter type of advance, typically on a 
“notification” basis, are known as factors and may occupy a special 
relationship to the assignor. An example is the commission house 
that sells the product of a cotton textile finill and also serves as factor. 
An agent who not only sells the merchandise but also guarantees and 
collects the account is known as a del credere agent. 

3. Under the “notification” plan, the petson who owes the amount 
receivable is notified of the assignment of the account and directed 
to make his remittance directly to the finance company. This 
arrangement is characteristic of factoring; the “nonnotification” 

plan is common where the receivables are only pledged. 

• 

Possible concealment of a pledge from creditors is one of the objec- 
tions to such a plan of financing as it is ordinarily* used. The assignee 
takes as security the choicest receivables, thu^ making the practice 
dangerous to the general creditors in the event of insolvency. As was 
pointed out in the preceding chapter, the quick assets are the most 
favorable basis for short-term credits. The rate of discount charged 
by these companies is also substantially higher than the bank rate. 
For this reason it is resorted to only where banking accommodation 
is lacking* The danger of concealment is one to be guarded against 
chiefly by the merchant creditor. 

This practice of bon. ving on pledged accounts is used by some 
concerns during periods uf expansion to convert to c^ish capital that 
is “frozen” in the form of accoi nts receivables. It is Criticized as 
permitting unwise overexpansion The chief hardship seems to bo in 
the burden of risk that it throws on the merchant creditor. If this 
form of credit is utilized, the business should be in a position to pay 
cash for the goods it buys, and should take its cash discount with 
regularity, in which case the objections \o the practice arc usually 
invalid. 

Accrued expenses. Accrued expenses are seldom of sufficient 
amount to be important except for the income tax liability. They are 
chiefly significant as indiaating careful accounting. The presence of 
accruals is an indication that the statements are not on a cash basis. 
The more usual accrued expenses are salaries and wages accrued, 
taxes accrued, and inb'est accrued. Sometimes the word payable is 
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substituted for accrued , as “interest payable.” Ah accrued expense is 
an amount especially calculated as of the date of the balance sheet 
and anticipates an approaching transaction, such. as the payment of 
wages, taxes, or interest, to the extent that the past period is respon- 
sible for the future obligation. In contrast, an account payable is 
shown only when a purchase has been made and the invoice re- 
ceived. It represents a completed transaction. 

Dividends payable. Accrued dividends ate sometimes found in 
the list of accrued expenses. Such an account title would indicate 
that the dividends to stockholders were regarded as an accruing lia- 
bility, an assumption that is incorrect. Dividends, even on preferred 
stock, are not a liability to the stockholders until the directors have 
met and declared the s*ame; but a dividend once properly declared 
becomes an obligation as much as any debt, and should be stated as 
Dividends Payable or Dividends Declared. 

Occasionally a corporation that wishes to continue its past divi- 
dend record but needs to conserve its cash temporarily will declare 
a scrip dividend. This scrip is a promissory note to the stockholder • 
and will show as a current liability, “Dividend Scrip.” 4 

Unlike the cash or scrip dividends that reduce the surplus and so 
the net worth, stock dividends (that is, dividends payable in addi- 
tional shares of the corporations own stock), merely transfer 
amounts from the surplus account to the capital stock and sometimes 
thu paid-in (or capital) surplus accounts. An increased number of 
shares are then outstanding against the same total amount of not 
worth. Somejrorporations achieve the same effect of dividing up their 
net worth into a larger number of shares by a stock split. A split 
increases the number of shares without making any change in the 
stock and surplus accounts. The purpose of such increases in the 
number of shares is to influence the stock market and enhance 
the total value of the stock. 

Unearned income. Deferred, or unearned, income, although fre- 
quently stated as a separate division of the liabilities, is sometimes 

4 On February 15, 1921, Sears, Roebuck & Company paid its dividend of $2 a 
share in scrip redeemable on or before August 15* 1922, with jntcrest at 6 per 
cent. The company had heavy current obligations at the time. Stockholders 
owning 50 shares or less were notified that the company had accepted an offer of 
Julius Rosen wald to purchase scrip certificates at par, so as to save such share- 
holders any inconvenience. For a fuller discussion of the various kinds of divi- 
dends and of dividend policy, sue ibid Chapter 22. 
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included among thr current liabilities.® Under the latter treatment, 
suitable allowance should be made for its difference from ordinary 
current debt. For example, the publisher of a periodical at the end of 
a year finds that he has been paid for 100,000 subscriptions that 
extend into the earning year for a period varying from one to twelve 
months, and the average is found, after testing, to be for a half year. 
If the receipt for these subscriptions was $300,000, the unearned por- 
tion is. $150,000. An amount equal to the unearned portion should still 
be available in the form of current assets. As the year passes, the 
amount will be consumed by publication costs, except for whatever 
portion remains as profit. 

The deferred income, “Prepaid Subscriptions,” is the liability of 
the publisher for the goods yet to be delivered. Like any ordinary 
current liability, its extinction will reduce the current asset.-. Unlike 
the usual current debt, however, it can be met by the delivery of 
merchandise rather than cash and so is not dependent upon the sale 
of inventory and the collection of receivables. The three reasons for 
regarding deferred income as a special kind of liability are. then: 
(1) the liability may be liquidated by a delivery of goods or services 
rather than by the payment of cash, (2) a portion of the item may 
represent profit, and (3) in the case of some publishers additional 
revenue From advertising, sometimes considerably more than the 
subscription price, may accrue as the publication is printed and de- 
livered to the subscriber. A substantial part of advance receipts dor 
subscriptions may have ueen consumed in promotional costs. If there 
expenses are immediately absorbed and the full pro rata * subscription 
set up as deferred income liability, an understatement of current 
earnings and surplus may result. 

The nature of deferred income must be examined in a given field 
of industry to determine its analytical significance. Its variable 
nature can be recognized by contrasting banking (Unearned Dis- 
counts), real estate (Rents received in advance), magazine publica- 
tion (Prepaid Subscriptions), into-* nee (Unearned Premiums), and 
manufacturing (Advances or Deposits from Customers). 6 

5 For an unqualified statehient that “collections received in advance of the 
delivery of goods or performance of services” should be included among the 
current liabilities, see Research Bulletin No. 30 (1947) of the American Institute 
of Accountants. 

6 General Finance Corporation (1951) and Household Finance Corporation 
(1951) show the deferred income from notes receivable as a valuation reserve. 
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Inquiries on details. The foregoing study of forking capital that 
has been outlined is a general one and has not taken up the question 
of securing details not reported. Ability to obtain additional facts 
will vary with the person and with the situation. 'Much can be done 
by shrewd analysis, but there are also differences in the power to 
demand details . 7 The executive of a company being studied clearly 
holds first place in this respect. His chief problem is to understand 
the significance of the figures presented, and to know when additional 
information is needed. Hp must also learn to place himself in the 
position of the unprejudiced outsider. Where possible, he should 
familiarize himself with reports of similar enterprises. Comparisons 
will bring out any weakness. The banker, because of his broad 
viewpoint in this regard, may be able to offer valuable as^stance. 

The bank credit man will ordinarily occupy second place in his 
ability to secure details. Because of the high standard of # bank credit, 
the banker requires a particularly good insight into the financial 
affairs of his borrowers. As the banker, he can watch the deposits and 
withdrawals of the borrower, which may furnish him with useful, 
information. ♦ 

The other creditors with current claims stand in the third place in 
their ability to secure details. They should be able, however, to 
secure such information as has b^en outlined. By persistent, united 
effort, creditors for merchandise have found it possible* to % secure 
better and more complete information. 

As a rule, the investing and speculative public are not in a position 
to demand intimate details. Their purposes are fairly well served, 
however, by # the more condensed statements that are generally issued 
periodically. The work of the Securities and Exchange Commission 
has resulted in the fuller disclosure of material information. Well- 
planned publicity obtains a higher credit rating for the company 
issuing statements, and renders it easier to secure capital and to do 
so at more reasonable rates. 


deducting it from the asset. Curtiss-Wright Corporation (1950) shows partial 
payments on contracts, under which title vests in the United States Government, 
as a deduction from inventories, as does Avco Manufacturing Corporation (1951) 
for “Progress payments received on United States Government contracts and 
subcontracts.” 

7 Further explanation of the type of information sought to clarify the balance 
sb *et and to supplement it is given in Chapter XI. 
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Factors In working capital requirements* The following is an 
outline of the factors that are fundamental in determining the 
amount of working capital required by a business, and is applicable 
to industrial enterprises that are engaged in trading or manufactur- 
ing. The factors have been classified under the particular current 
asset or liability affected. ^ 

I. Inventory. 

1. Volume of Sales. 

2. Distribution of Sales throughout Year, or Seasonal 

Variation. * 

3. Operating Conditions. » 

a. Need for Securing Stock in Advance of Mana- 

# facture or Sale. 

b. Period of Manufacture. 

» 

c. Time Interval between Manufacture and Sale. 

II. Accounts and Notes Receivable. 

1. Volume of Credit Sales. 

2. Terms of Sale. 

3. Collection Policy. 

III. Accounts and Notes Payable to Merchants. Credit Terms 
.Applying- 

IV. Notes Payable to Banks. 

1. Credit Standards that Limit Amount of Credit Allowed 
on Current Assets. 

2. Protection Afforded by Other than Current Assets. 

a. Amount of Other Assets. 

b. Method of Other Financing. 

3. General Business Conditions, 

V. General Factors. 

1, Efficiency of Management, 

2. Attitude of Management. 

A healthy business shquld add a further item to the above list for 
cash balances ^ven though the inflow of cash could balance the out- 
flow. A reasonable amount of cash will insure the prompt payment of 
obligations, meet emergencies, compensate the bank for its services, 
and help credit standing. Actually, many small struggling business 
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concerns are so pinched for working capital as^to have virtually no 
cash balance at the season of maximum need. 

The inventory requirements of a business will vary according to 
whether the volume of business is large or small. A business that is 
subject to considerable seasonal variation in the volume of its busi- 
ness will need a larger maximum inventory for a given annual volume 
of sales than one that enjoys a regular flow of business. The inven- 
tory purchases of a straw hat manufacturer would be more or less 
bunched together at a single time during the year, whereas those of 
a retail meat market would be spread more evenly throughout the 
year, with frequept turnovers. 

When there is uncertainty of supply or when transportation prob- 
lems are to be met, increased inventories serve as a measure of pro- 
tection. A long period of manufacture also adds to the inventory 
burden. If two plants are each disposing of 10,000 units of product 
per month, and they require two and three months respectively to 
manufacture, the first concern will be moving but two thirds as much 
production through its plant at a given time as the second. On Janu- 
ary 1, the former company will have in the process of production 
two months’ sales, which will be completed on or before March 1, 
or 20,000 units; the latter company, however, because it requires 
three months to complete its p/oduct, will have to have* in process 
such work as is to be completed on or before April 1, or 30,000 units. 

# t 1 ])on the completion of manufactured goods, there is the waiting 
period before sale. Concerns that manufacture to order or that sell 
as rapidly as goods are produced have no problem of financing fin- 
ished inventory. The reverse condition would exist where it is neces- 
sary to carry on hand large stocks of finished product. Whenever any 
of the conditions with respect to operation or sale mentioned in this 
paragraph can be improved, inventories can be reduced and turnover 
can be correspondingly increased. 

The terms of sale and the pace at which collections are maintained 
determine the amount of capital that will have to be tied up in the 
receivables. The concern that grants credit is obliged to finance not 
only its own inventory but the goods on the shelves of its customers. 
The financing problem is especially important when a*- business grants 
a long-term or installment credit to its customers. 

Easy terms of purchase will, in the reverse manner, aid a company 
in solving its working capital problem. Because advantageous cash • 
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discounts are ordinarily offered, trade credit will be used only when 
absolutely necessary. Available bank credit, which is less expensive 
than trade credit as a means of reducing the working capital require- 
ment, is dependent upon the credit standards of the bankers. These 
standards are the result of a study of the amount and suitability of 
the current assets as a basis for short-term credit. The amount and 
character of the fixed assets may also influence the banker in estab- 
lishing his line of credit, if there is no other indebtedness to be 
applied' against them. Marketable and unmortgaged real estate used 
in a business should add to its credit strength. Experienced bankers 
will also temper their standards in the light of current business con- 
ditions, making more stringent requirements in times of price uncer- 
tainty, particularly after a period of exceptional prosperity and price 
advances. u 

The pointSftthat have just been covered (points I to IV inclusive 
in the outline) are mainly significant in differentiating one type of 
business from another. As between individual businesses of the same 
type, variations will result from differences in the efficiency of man- 
agement. A vigorous collection policy will, for example, reduce the 
volume of outstanding receivables. Operating conditions will also be 
made favorable for low inventories by improved production methods. 
Suitable accounting and statistical control make for the maintenance 
of minimum inventories. 

The attitude of the management, conservative or speculative, will 
be an important element in the situation. Conservative persons wifi 
avoid large inventories for the purpose of price speculation, will tend 
to carry larger amounts of cash, and will utilize bank credit to the 
maximum only in exceptionally difficult times. 

General working capital considerations. The advantages of ade- 
quate working capital lie in improved credit standing and ability to 
command credit, to take cash discounts, and to weather periods of 
business stress. But a large working capital is the converse of a low 
current debt and may mean that a business is doing less business 
than w r ould be possible with the given margin of protective working 
capital. In general, creditors prefer to see liquidity emphasized (that 
is, a high current ratio ancl.ample working capital) whereas owners 
want maximum profitability. This conflict between liquidity (or sol- 
vency) and profitability should be recognized and allowance made in 
interpreting the financial statements. In the following study of ratios, 
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we find conventional measures for the study of^psk that arises in the 
use of credit to increase profitability. 

Ratio study of working capital. The preceding chapter and this 
chapter up to the present point have discussed the anatomy of the 
working capital section of the balance sheet, as well as the general 
considerations governing its amount and administration. A suitable 
conclusion of this topic is a study of the usual relationships by which 
the reader is enabled to arrive at a decision as to the strength in- 
volved. The primary objective of this study, as of most balance sheet 
study, is to determine solvency; that is, the probable ability of the 
business to meet its debts promptly and without loss. 

The current ratio. The ratio of current assets to current liabilities 
is probably the most .frequently used ratio or proportion. (A ratio 
may be defined as the relationship, or proportion, that one amount 
bears to another. It is expressed as a percentage or as a fraction, the 
first number of which is the numerator and the latter the denomina- 
tor.) The minimum of a “two-to-one ratio” is often referred to*as a 
banker’s rule-of-thumb standard of liquidity for a business. A de- 
mand for a 100-per-cent margin of current assets over the current 
liabilities is a precaution based oh the practical knowledge of the 
possible shrinkage that may always occur in the property values of 
a business. 8 Such a requirement, where set up blindly, fails, however, 
to recognize the varying quality and characteristics of "the current 
assets of different businesses. An even higher ratio does not assure 
liquidity in some cases. In a given class of retail stores, the quality 
of the receivables and inventory will vary considerably with the 
ability of foe management. As between different kinds of businesses, 
the character or liquidity of the current assets, particularly the mer- 
chandise, will vary. For example, articles such as women’s fashion- 
able shoes are very much more likely to vary in value and salability 
than groceries. 

Aside from these differences that are left out of consideration in a 
blind insistence on the “two-to-one” rule, there is the further objec- 
tion that the ratio is practically sure to change in any business that 

8 The current ratio might be inverted, dividing the current liabilities by the 
current assets, with the result showing the augount it would be necessary to 
realize upon the current assets ir order to pay the current liabilities in full. 
Thus, a four-to-one current ratio reversed would equal 25 per cent, If a business 
with such a ratio were liquidated and 25 cents were realized on the dollar, an 
amount would be had from the current assets equal to the current debt. 
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has any seasonal fluctuations in its trade. If the season starts from 
a dead halt, it will find accounts liquidated, shelves bare of stock, 
and cash in the bank. Activity begins with the purchase of merchan- 
dise and the assumption of debt. As goods are sold, the inventory is 
replaced by customers’ receivables, while cash is diminished by the 
expenses of operation. The cycle is corqpleted when the collections 
from the customers permit the liquidation of current indebtedness. 

These changes in condition might be roughly illustrated in a bal- 
ance sheet form as four successive steps, a$ follows: 


Current Assets * Current Liabilities 


1. 

Cash 


$20,000 

Accounts Payable . . . 

$500 

2. 

Cash 


$20,000 

Accounts Payable . . 

$40,500 


Inventory .... 


40,000 



3. 

Cash (less $10,000 

ex- 





peases pa if!) 
Accounts Receivable 

(in- 

$10,000 

Accounts Payable . . . 

.... $40,500 


ventory sold at 50 
cent mark-up) 

per 

60,000 



4, 

Cash 


$30,000 

Accounts Payable 

$500 


Although this gives but a very crude picture of the cycle of busi- 
ness profit, it serves to bring out the point previously made that mere 
expansion pf operations through purchases of merchandise reduces 
the current Yatio. This is because the working capital, or investment 
in current assets from fixed sources, is relatively slow to change. Once 
the free cash is put to work, the inwre flexible current debt tends to 
rise with any further expansion of inventories atjd receivables 
whether it is the result of seasonal or growth influences. Ffom a ratio 
of 40 to 1 ($20,000: *500), the ratio is changed to 1V 2 to 1 ($60,000: 
$40,500) by the addition of the same amount to both sides, a trans- 
action involving neither profit nor loss. It is consequently necessary 
for the banker to know what the intuitions of his customer are, as 
well as his present status, if he counts this ratio of any importance. 

Here is one reason for using a fiscal year that ends at a time when 
operations and inventories are at a low seasonal ebb. The balance 
sheet will then show its 4est current ratio. 9 Concerns in the same 
• • 

9 Exceptional in this respect is the practice of Hunt Foods, Inc., in the can- 
ning industry. Mr. Edward Mitlelman, Treasurer, in an address before the New 
York Society of Security Analysts (Apfil 21, 1962) stated that using a fiscal 
year ending November 30 had the advantage of supplying costs immediately at 
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industry that have different fiscal years will ha j ' r e ratios that will not 
be comparable. 

To summarize: the significance of the current ratio varies with 
(1) the seasonal influence, (2) the extent to which the balance sheet 
reflects the current realizable values at the date of the balance sheet, 
(3) the proportions of the different current assets — cash being more 
stable than receivables, and receivables generally inure stable than 
inventory, (4) the degree of risk of possible value fluctuation in the 
particular kind of business, (5) the probable expansion or contraction 
of operations likely to occur subsequent to the balance sheet date, 
and sometimes (6) the form of current liability (see the discussion 
of deferred income above). The weight of these factors is a matte* of 
judgment based upon a knowledge of the business in a g’ven line. A 
wide study of statement material develops the necessary back- 
ground. 10 The second point in the list is checked by m&ans suggested 
later in this chapter. 

Limits on the line of credit. If in a given ease u two-to-one M is 
regarded as a proper minimum ratio, the current creditors, by refer- 
ring to the balance sheet, may find what the limit to their line of 
credit should be. In the preceding illustration there was at the start 
a working capital of $19,500 { $20,000 — $500). With a two-to-one 
ratio, the amount of the working capital represents the limit of credit 
that may be had from current creditors. The limit of expansion would 
sjiow a statement reading as follows (accounts receivable are omitted 
for the sake of simplicity, and the cash may, of course, be used for 
further purchases insofar as it is deemed wise). 


the close of the packing season, which were useful for management purposes. 
In 1951, this gave a balance sheet with $28,400,000 of finished goods inventory 
and bank loans of $13,550,000. Four months later this inventory had dropped 
to $17,400,000, and bank loans were paid off. He stated a May 31 closing would 
generally show cash alone in excess of current liabilities. 

10 Various balance sheet and earnings ratios for some of the large corporations 
may be found already computed in some of the investment services, as Moody's 
Manual of Investments. Since 1932, Roy A. Foulke has prepared annually four- 
teen ratios (medians and quartiles) for some 70 lines of manufacturing, whole- 
saling, and retailing, that are representative of medium and small concerns. For 
example, se*» his The Concept of National Income (New York: Dun 4c Brad- 
street, Inc., 1952) with ratio,s for 1946-1950. The Federal Trade Commission and 
the Securities and Exchange Commission publish jointly a Quarterly Industrial 
Financial Report Series for all United States manufacturing corporations, which 
show dollar figures, current ratios, and ratios of cash and Governments to current 
debt by asset size groups as well as profits data by industries. 
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Current Assets: Current Liabilities - 

Cash $20,000 Accounts Payable $19,500 

Inventory 19,000 


$39,000 $19,500 

With a working capital of $19,500 and a minimum current ratio of 
two-to-one, the line of credit or maximum current indebtedness may 
not exceed $19,500, and the total current assets cannot be increased 
beyond $39,000. The size of the stock of goods that may be carried 
under these restrictions will be determined )>y the need for carrying 
cash balances and for extending credit to customers. 

To reduce to a formula the procedure for finding the line of credit: 

1. Subt/act one unit from the minimum current ratio permitted. 

2. Divide the amount of working capital by the result, and the 
quotient will represent the maximum line of credit. 

Thus, if our minimum current ratio is 3 fthat is, 3:1), there will 
always be required two dollars (3 — 1) of working capital fur every 
dollar of credit granted. If, then, the working capital is divided by 
two, the maximum line of credit under the stipulated ratio is found. 

The proportions of the current assets, current liabilities, and work- 
ing capital -will appear as follows when the minimum ratio of three 
is readied: 


Current assets $3 Current liabilities $1 

Working capital $2 

Then, if working capital ~ $100,000,* * 


the line of credit = S 1 00.000 2 = $ 50,000. 

Consequently, if the business with a working capital of $19,500 
made any further purchases through an expansion of credit with 
creditors, the current ratio would fall below two to one. 

It may be argued that t lie line of credit computation is of theoreti - 
cal rather than of practical significance, because creditors act inde- 
pendently and no one of them is in * i position to enforce a limitation. 
If a business. paid its bills on virtually a cash basis and sought short- 
term credit only, from a single bank, the latter would be in a position 
to set up such a credit limit and enforce it. In view of the greater 
cheapness of bank credit than mercantile credit in many lines of 
business, this course is Qf least possible. Furthermore, if buying were 
concentrated so that one or a very few houses supplied the total 
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short-term mercantile credit, a similar controlled credit situation 
might exist. That the significance of the point is recognized may be 
seen in the statement form of the Federal Reserve Bank of New York 
(see page 253), where the question is asked as to the maximum and 
minimum amounts of current liabilities during thd fiscal year and the 
time of their occurrence. This information as to minimum indebted- 
ness sheds light on the ability of the business to clean up its debts 
during the period of minimum need ; the maximum permits a rough 
calculation of the current ratio when the high point of credit use is 
reached, on the assumption that working capital remains fairly 
constant. 

The desire to prevent overexpansion gives rise to the provision 
sometimes found in present-day bond indentures and in preferred 
stock agreements whereby the corporation issuing the security agrees 
that at all times it will keep the current assets in excess of the current 
liabilities by a certain per cent. Thus the requirement that “the cur- 
rent assets shall at all times be kept at least 150 per cent in excess of 
the current liabilities” simply means that the former must always be 
at least 250 per cent of the latter — a two-and-one-half-to-onc ratio. 
A business with a working capital of $1,500,000 could not, under the 
above rule, expand its current assets beyond $2,500,000 without 
exceeding the limit. At this point it would have: * 

Current assets $2,500,000 Current liabilities $1,000,000 

(Working capital, $1,500,000; Ratio, 2Vi : 1) 

• 

An understanding of this principle reveals the double evil of the 
malpractice known as “window-dressing.” A comparison of the two 
following balance sheets will illustrate the practice. The notes receiv- 
able in the first statement were of a doubtful character, having been 
given by customers of past-due accounts. By discounting these notes, 
cash was realized that was used in the reduction of current debts, 
giving the condition shown for “B.” 


BALANCE SHEET •"A* 


Cash 

... $ 200 Accounts Payable 

; 6,ooo 

Accounts Receivable 

5,000 Net Worth 

5,200 

Notes Receivable 

2,000 


Merchandise 

4,000 



<11,200 

$11,200 
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BALANCE SHEET “B” 

Cash $ 200 Accounts Payable $4,000 

Accounts Receivable .* 5,000 Net Worth 5,200 

Merchandise 4,000 

$9300 $9300 

The above transaction has made two changes that are likely to 
lead the analyst astray. The “window-dressing” has (1) improved 
the appearance of the current ratio, and (2), eliminated an asset that 
would probably have aroused unfavorable comment. If, however, the 
notes are not paid at maturity by the makers, this business will be 
called upon to pay them. A contingent liability was assumed upon 
the indorsement of the notes. This illustration shows why the vigilant 
auditor looks for discounted notes ar?d insists on adding to the bal- 
ance sheet a^footnote or otherwise indicating their presence. 11 

The limitation of credit to a given “line” may be applicable even 
when the credit is extended by a bank in the form of discounting 
notes that the borrower has received from his customers. However, 
such a line would probably be more generous than for unsecured, 
single-name paper. The bank discounting a block of indorsed notes 
receivable occupies a secured position, and the proceeds from the 
maturing notes cannot be diverted to other business purposes. 52 If 
no restriction were made to cover such borrowings, it would be pos- 
sible to obtain credit in indefinite amounts, limited only by the con- 
cern’s ability to secure i. jtes. When the notes are received in the 
ordinary course of business for goods sold, the total discounted should 
be suitably limited so that the bore nver will be able to make good on 
any defaulted notes. An unusual case, where the omission of all 

11 In contrast, a legitimate improvement in Ihe current position would he the 
purchase of U. S. Treasury obligations to be used as payment for Federal income 
taxes, and their deduction from the accrued tax liability, instead of showing 
them as a current asset. The result improves Ine current ratio. Note that here 
no question can arise as to the acceptability or value of the asset for satisfying 
the liability from which it i.s subtract* * Deduction gives expression to the 
allocation of a specific asset to the pay mi nt of tax liability and recognition of 
the priority of the tax claim. For a discussion, see “Accounting for United States 
Treasury Tax Ncjtcs,” Research Bulletin No. 14 of the American Institute of 
Accountants (1942). 

12 It might be argued that, once the “ale of merchandise has been effected, 
the subsequent extension of credit is purely a “banking’ function and so most 
properly shifted to the commercial bank and that bank credit extended for 
“general" purposes is more likely to go into improper nonliquid uses. 
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reference to discounted notes was particularly deceptive because they 
were not received from ordinary customers, is seen in the following 
working capital statement of the H. B. Claflin Company, a wholesale 
dry goods concern interested in a number of retail outlets: 

H. B. QLAFLIN COMPANY 

Statement op Working Capital 
As of December 31, 1913 

Cash $, 2,800,000 Open Accounts $4,500,000 

Bills Receivable . . 2,100,000 

Accounts Receivable . . *2,000,000 

Merchandise . . * . . 5,800,000 

Total Currents Assets $12,700,000 Total Current Liabilities $4,500,000 
Working Capital , . * $8,200,000 

A two-to-one ratio would permit the above working capital to 
support a credit line of $8,200,000 — or a one-and-one-half-to-one 
ratio, $16,400,000. Actually, the Claflin Company had discounted 
about $30,000,000 of notes receivable in addition to securing trade 
credit of $4, 500, 000, 18 The notes were not all trade receivables^a fact 
that presumably would have been apparent from comparison with 
sales had the figures been available. 

Ratio study would be improved, then, by the inclusion among the 
current assets of all notes, whether discounted or not,* until their 
maturity. An offsetting item would appear for the proper amount 
under the heading “Discounted Notes” among the current liabilities. 
Although such a practice is unusual in the balance sheets of manu- 
facturing ^jid trading concerns, it is the form that banks employ to 
show the amount of notes received from their customers which they 
have rediscounted. 14 The reader can appreciate the possible value of 
such a method by imagining its operation upon the statement of 
working capital just used, where such a form would have clearly 
revealed the condition of overexpanded credit. 

Quick assets and current debt* The frequent superiority of re- 
ceivables to inventory as a basis for credit suggests a second ratio 
of quick or “fixed value” assets (that is, cash and equivalent and 
receivables) to current liabilities as a supplement to % the commonly 
used current ratio. (Cash and receivables are claims to a fixed num- 

13 The case of the H. B. Claflin Company is discussed more fully in Chapter 
XI, under the heading “Contingent Liabilities.” 

14 For the treatment of “rediscounts” by banks, see Chapter XVII. 
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ber of dollars, whereas inventory has a fluctuating price.) A creditor 
bank might even find it desirable to have an understanding with its 
customers that both the current ratio and the quick asset ratio be 
kept up to at least a certain standard. It might be wise, for example, 
in a given busineSfc, to keep the quick assets at least equal to the 
current obligations at all times. In man^ lines of business, a concern 
whose current assets consist largely of inventory can very easily 
become technically, if not actually, insolvent wuthin an incredibly 
short period of time, and so some writers have suggested calling this 
ratio the “acid test” or the “quick ratio.” 

Marketable securities, representing cash temporarily invested, are 
normally added to cash and receivables before this ratio is computed. 
When the investments are truly liquijl (that is, both marketable and 
stable in prieje), no problem arises. But if the commitments can fluc- 
tuate in price, they hardly merit the designation of quick assets and 
rather resemble inventories. Fortunately, concerns that possess mar- 
ketable securities are generally those which invest because they have 
"an abundance of working capital and do not have a current debt 
problem. Wherever the working capital position is not indubitably 
strong, assurance should be had that the rule already cited of “cost 
or market, whichever is lower” is observed in respect to the market- 
able securities before they are included in the “acid test” ratio. 

Testing receivables. A third ratio, designed as a test of the re- 
ceivables, compares tha + figure with the net sales. As suggested in 
the discussion of the current ratio, much of the significance of that 
widely used test of solvency depends upon the realizable value and 
the liquidity of the current assets showm in the balance sheet. In most 
mercantile and manufacturing balance sheets, the receivables and 
inventories are of greatest importance, and any clue as to how’ much 
and how soon cash will be realized is of the utmost importance. If 
the person making the study is privileged, as the banker usually and 
the merchant creditor sometimes is lie may request that the accounts 
be classified as to whether they are overdue or not. Such a classifica- 
tion is better than one which distributes them under the headings 
“Good,” “Doubtful,” anfi, “Uncollectible.” Such terms are entirely 
too indefinite to indicate the degree of collectibility. If the report is 
for the executive, the latter may even have the overdue accounts 
divided still further, according to whether they are overdue from one 
to 30 days, 31 to 60 days, 61 to 90 days, or for a longer period. Such 
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a classification, together with the amounts allowed for losses through 
bad debts, provides a basis for a general estimate. 

A more definite test is found in the ratio to be had by dividing the 
receivables (accounts and notes receivable from customers only) by 
the average net credit sales per day. Thus, if the liet credit sales for 
the year were $360,000, the Average daily sales would be $1,000, and 
accounts receivable of $60,000 would give a ratio of 60:1 ($60,000 
-T- $1,000). (It is customary to use a 360-day basis rather than the 
accurate 365 days.) The* receivables would represent, then, uncol- 
lected accounts for sixty 'days, or two months. 

The purpose of # this comparison is to iearn how old the accounts 
are with a view’ to valuation of the total and partly to learn how r fast 
cash will flow from their collection. If in the above case "the credit 
period is 30 days, it appears that at least half the accounts are over- 
due. If the average customer took the full period of 30 days, it would 
be expected that but one month’s sale, that is, the accounts of those 
persons sold to in the last 30 days, would be outstanding. Less than 
that amount in the balance sheet w T ould show that customer^ were* 
prepaying or discounting bills. Inasmuch as some customers are likely 
to prepay or discount their accounts, even a total of only 30 days’ 
sales in the form of receivables would indicate the probable presence 
of some overdue accounts. This test indicates the average ago of the 
receivables. 

# In the absence of figures on credit and cash sales, the ratio of total 
sales to receivables is sometimes used as a crude but more readily 
computed *est # of “receivables turnover.” In this form it may be 
readily converted into the ratio suggested here by dividing the ratio 
into 360. Thus, if sales arc 12 times receivables, then the business 
has 30 days’ (360 — 12) sales outstanding. 

The low'er this ratio is, with reference to the usual credit term, the 
less likely is the receivables account to contain old and valueless 
amounts. The more quickly the customers pay, the less the risk from 
bad debts, the lower the expense of collection, and the more liquid 
the nature of this asset. Clearly, where this ratio is high, indicating 
an unfavorable state, the greater must be ‘the allowance for loss of 
value in the liquidation of the receivables, and the higher must be 
the current ratio in order to protect the current creditors. 

Some credit men in estimating the position of debtor customers 
from their balance sheet apply some arbitrary method of reduction 
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to accounts receivable that run in excess of the amount expected in 
view of the usual credit term. Thus, if the credit term were 30 days, 
the analyst might ^allow 100 per cent value for receivables equal to 
30 days’ sales, 50 per cent for receivables equal to another 30 days’ 
sales, and a zero Value for all receivables in excess of that amount. 
After making such a reduction in the Valuation of the receivables, 
the current ratio and “acid test” ratio would be recomputed. Such a 
plan does not attempt exact justice, but is a practical rule of thumb 
based upon experience and designed to bring about some rough com- 
parability between the ratios of debtors who obviously have receiv- 
ables of greatly different quality or value. The reader who knows the 
average collection period may also estimate the rate at which cash 
will flow in from the receivables. Thus, if they turn over in 60 days, 
an amount equal to 30 days’ collections, or one half, will flow in 
during the following month. Receivable collections plus casli sales 
represent the ordinary and regular source of cash receipts with which 
expenses, accounts payable, and other current obligations can be met. 

' A weakness in this test of receivables is the frequent failure to take 
the credit sales only, omitting cash sales, because the total sales may 
be the only figure available. In some fields, a distinction between 
installment credit and open account credit sales is really necessary 
for adequate analysis. Again, seasonal variations are a factor. If 
a quarter of the year’s sales were made in the month preceding the 
date of the balance sheet t it would he unfair to expect accounts re- 
ceivable to be equal to only one twelfth of the total year's sales. Yet 
the most convenient time for preparing a balance Nlieat would be 
just after the busy season, when tne stock of goods was low. Both the 
seasonal factor and the length of the credit term granted customers 
must be considered in analyzing this relationship. 15 

The Retail Credit Survey conducted from time to time by the 
Federal Reserve System reports the average collection period for 
various important retail lines. Illustrative figures are given in the 

15 A table of customary terms of sale for a long list of commodities is given in 
Theodore N. Beckman, Credits and Collections in Theory and Practice (New 
York: McGraw^Iill Book Co., 5th ed., 1949), pp. 783-789. Roy A. Foulke gives 
the customary terms of sale for 78 lines of business in Financial Guides to 
Healthy Business Management (New York: Dun & Bradstreet, Inc., 1951), pp. 
58-62. He notes a tendency since World War II toward the elimination of, or a 
reduction in, discount rat,os and a shortening of net credit terms, which he 
attributes to low interest rates. 
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accompanying table for both ordinary charge and installment ac- 
counts. The interested reader can consult these surveys for further 
detailed information showing variations in these measures from year 
to year for businesses of different size (sales volume) and in different 

parts of the country. Variations are considerable. * 

« 

AVERAGE COLLECTION PERIOD FOR ACCOUNTS RECEIVABLE 


Kind of business * 

Charge account 
(in days) 

Installment 
(in months) 

* 

1951 

1950 

1951 

1950 

Automobile dealers 

.... 50 

47 

* 

* 

Auto tire and accessory 

37 

49 

13, 

15 

Department stores 

. . . 64 

0 

62 

13 

15 

Furniture stores .... . . . 

64 

69 

•13 

15 

Hardware stores 

... 52 

55 

11 

12 

Household appliance stores . ... 

56 

56 

14 

16 

Jewelry stores . . 

. . . 63 

63 

14 

13 

Men’s clothing stores 

61 

59 

8 

♦ 7 

Women’s apparel stores 

69 

67 

7 

7 


* Not reported berauao Renernlly sold to others Reported at 17 months in 1949. 

Source. Federal Iteserve Bulletin, June 1952. p 644. 

Auto tire dealers show the shortest collection period for open 
accounts. If grocery stores were shown, a similar shorter period 
would be expected. The characteristic installment period is longest, 
however, in the case of automobiles and shortest for men’s and 
women’s clothing stores. In recent years, the collection period for 
many manufacturers and wholesalers has run around 30 days, with 
perhaps half that for some lines such as confectionery, meats, dairy 
products, and fresh fruits . 16 

Sometimes figures are published showing collection experience in 
the form of “per cent collected monthly on open credit sales.” Such 
data can be converted to the form shown in the table by dividing 
such percentages into 30 days to arrive at the number of days ac- 
counts are outstanding. Thus, jf 50 per cent of the accounts outstand- 
ing are collected in the ensuing month, thd average collection period 
will be 60 days (30 - 7 - .50 = 60). Conversely, an average collection 

16 For collection periods for various manufacturing and wholesale lines, see 
Foulke, op. cit . 
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period of 60 days irsans that the ensuing month will expect to see a 
cash inflow of but 50 per cent of the amounts outstanding at the 
beginning of the month. 

In general, smaller concerns, especially in retail lines, are slower 
in their collections and suffer the larger bad-debt losses. Here lies the 
gravest trouble for many small businesses and the focal point of 
weakness in their balance sheet. After surviving the difficult initial 
period of getting established, they gradually succumb to an accumu- 
lation of slow and bad debts. The failure of cash to flow in a normal 
manner from their own debtors finally impairs their own ability to 
meet current obligations to the point of failure. Where trade debtors 
develop a slow payment condition, the creditors find it necessary to 
analyze tjie situation behind the figures to decide whether the trouble 
is chronic and fatal, or temporary and subject to cure. 

Testing inventory. The fourth important ratio is a test of inven- 
tory to discover possible trouble in the form of overstocking or over- 
valuation. It is a comparison of the amount of goods sold per year 
§ with the stock carried. The method of stating this ratio may be 
either: 

Cost of the Goods Sold 

Inventory at Cost 
or, 

Sales 

Inventory at Selling Price 

The result is called the merchandise turnover. Jf goods costing 
$12,000 were sold during the year, and a stock of $1,060 at cost is 
carried on the shelves and in the stockroom, the merchant would be 
said to have turned over his stock 12 times. Because the amount of 
inventory is likely to fluctuate, the most nearly exact method of 
figuring this ratio would be to use the average figure for the year. 
To obtain an average, the business must either keep a perpetual 
inventory (that is, a record wh«cb shows the balance of stock on 
hand at any given date), or take inventory at frequent intervals. 
Management may calculate such a ratio by averaging the end-of- 
the-month inventory figures to get average inventory. Such frequent 
check-up of the inventory, even if based on estimated figures during 
the year, is likely to draw attention to excessive inventory, which is a 
chief evil the ratio is intended to disclose. Departmental figures may 



114 ANALYSIS f> F WORKING CAPITAL CONDITION 

also be checked to see that a satisfactory average does not conceal 
unbalanced departmental inventories. Similarly, the raw materials, 
work in process, and finished goods inventories of a manufacturer 
may be tested separately. 

The creditor or investor must ordinarily be content with annual 
balance sheets and so knows only the initial and final balance sheets 
for the year. The two inventory figures thus available may be aver- 
aged to compute a turnover figure, which will only be in accord with 
the correct figure based on average inventory if the business lacks 
seasonal variation in stocks carried. 

Probably one of the ratios most used by persons outside of the 
business is the relation between goods sold during the year and the 
final inventory. Sometimes, only a single annual report is, available. 
In any case, the outsider is as much, or more, interested in testing 
the most recent inventory for possible overvaluation or overstocking 
as he is in merchandising efficiency and proper stock control. The 
resultant ratio, which is sometimes called “turnover,” is more cor- 
rectly thought of as a check-up on the relative size of the most recent 
inventory figure to discover a possible lack of normal liquidity and, 
consequently, tiie significance of the inventory for debt-paying pur- 
poses. 

A basic criticism of this ratio is that any inventory is purchased 
for the purpose of future sales and must be sold after purchase, so 
that comparison with the volume of goods sold in the preceding year 
is ‘wrong in principle. This criticism is most important where the 
sales outlook fc>r the year ahead is radically different from that of 
the year preceding. For many businesses, however, which change but 
little from year to year, the ratio provides a rough check that enables 
the creditor to discover any substantial difference between a business 
and others similar in kind of goods sold, in size, and in location. The 
final inventory is the inventory of chief interest to the analyst for 
credit purposes, and this ratio is used not so much to test turnover 
efficiency as to give an idea as to whether the size of the inventory 
itself is proportionate to the volume of business. 

If the analyst after learning what the customary ratio is finds that 
the business under study has an inventory at the end of the year so 
large as to give a subnormal rate of “turnover,” he should seek the 
reason. Three unfavorable possibilities are suggested: (1) that the 
stock contains accumulated unsalable goods; (2) that the business 
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has overbought; or £3) that the value of the stock has been over- 
stated. Credit analysts can often learn the explanation through the 
reports of salesmen on quality and probable value of stock, inter- 
views with the debtor, and a knowledge of current business condi- 
tions, Investment analysts typically deal with large companies,, most 
of which use inventory controls, and generally find an explanation of 
an unusual ratio in industry conditions of in supplementary informa- 
tion contained in annual reports to stockholders. 

It is well, however, to look forward as well as backward, because 
the stock held at the end of the period is to be sold in the following 
period. Tlm> what might seem to be an overbought condition may be 
forehanded purchasing for an expanding market. Oh the other hand, 
an apparently normal inventory may be an overstock itl view of a 
waning demand. 

Another limitation upon the analysis by the outsider is his inability 
to obtain the figure for the cost of goods sold. The details provided 
may be limited to Sales and a lump figure representing the sum of 
the cost of goods sold and operating expenses. For want of a better 
fnethod, the ratio is then computed as Sales (goods sold at selling 
price) to Inventory (goods in stock at cost price). The result is not 
a turnover figure but an overstatement by the per cent by which sales 
exceed the cost of goods sold. The figure is useful, however, for com- 
parative purposes. 17 If the analyst is familiar with gross profit mar- 
gins of the particular line of business and they are not too variable, 
he can estimate a figure which will be substantially correct from thfc 
formula: 


Sale* 

Invent orv 


X 


Usual Ratio of 


Cost <' Goods Sold 
Sales 


Actual 'furnover 
(approximate) 


Tims, if the gross profit margin is usually 20 per cent, it is the 
equivalent of saying that the cost of goods sold is usually 80 per 
cent of sales. To get actual turnover, the ratio of sales to inventory 
would be multiplied by 80 per cent, and in a case in which the ratio 
was 5, the turnover figure would be ^ 

17 FouJke, op. cit., reports the actual Net Sales to Inventory ratios for various 
lines of business, gs does the *Rftail Credit Survey — 1949, previously cited, for 
nine retail lines. Inventory turnover is reported for fifty lines of trade in Walter 
L. Mitcheli, Jr., Standard Ratios jor Retailing (New York: Dun & Bradstreet, 
Inc., 1940). Other data are given in Edward F. Gee, The Evaluation of Receiv- 
ables and Inventories (Cambridge, Mass.: Bankers Publishing Co., 1952). 
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What the turnover should be for any given business must be deter* 
mined by the experience of concerns in that line. Research among 
retail stores in certain lines shows that a close relation exists between 
size and turnover, the larger units showing higher turnover . 18 Hence, 
the averages in the following table are subject to variation growing 
out of natural differences in operating conditions: 

TABLE OF AVERAGE STOCK TURNOVERS FOR RETAIL STORES* 


Dairy & Poultry Products 36 

Restaurants . . . 26 

Filling Stations . 16 

Groceries (Independent) 10 

Specialty Stores 5 

Drugs 3 

Furniture 2.7 

Dry Goods & General Merchandise 2 

Hardware 2 

Shoes i 18 

Jewelry . .1 


* Compiled from Walter L. Mitchell, «Tr., Standard Ratios fm Retailing. 

The chief cautions to be observed in the use of this ratio aje to 
allow for: 

(a) The seasonal influence, when present. If the balance sheet of 
a manufacturer is made up in a slack season, when inventory is much 
less than average, an impression of very high turnover is given. 

(b) Conditions of supply that require stocking in advance. A 
chain of metropolitan grocery stores with markets at their doors and 
therefore able to replenish stocks on a few hours' notice might well 
show better turnover than a rural store located at a distance from 
markets, 

(c) Difference in functions by businesses in nominally the same 
field. Of two chain store systems, one might buy at wholesale what 
it sold at retail whereas another might engage also in warehousing, 
importing, and even manufacturing. Of two manufacturers, one may 
do little more than assemble parts made by others, whereas another 

18 Illustrations of the relation of turnover and store size for hardware, depart- 
ment, and specialty stores, drawn from results of the Harvard University Bureau 
of Business Research, are shown in convenient forfri in John W. Wingate’s Retail 
Merchandise Control (New York: Prentice-Hall, Inc., 1933), M p. 170. For a dis- 
cussion of the turnover problem, see C. W. Barker and I. D. Anderson, Principles 
of Retailing (New York: McGraw-Hill Book Co., Inc., 1941), pp. 259-279. 
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may not only carry* on the manufacturing but may also acquire 
sources of raw material and integrate a long series of processes. The 
more functions assumed by the business, the longer the period be- 
tween purchase of inventory and its sale in final form, or, in brief, 
the slower the turnover, 

(d) The trend of prices. Larger inventory and consequent lower 
turnover is likely when the prospect is for higher prices, and vice 
versa. Although such a course is speculative and should be kept with- 
in bounds, it is a necessary incident of business. 

(e) The trend of volume for the business. Inasmuch as stock is 

purchased for future sales, the inventory may reasonably be some- 
what higher than usual in relation to past sales when the prospect 
is for larger volume . 19 • 

Overstock^and fraudulent failure. Overstock is a weakness, but 
it may mean more. Sometimes it is a forerunner of fraudulent failure. 
The proprietor who intends to defraud creditors first establishes his 
credit with a few houses by prompt payments. He later buys as 
Widely and as heavily as possible on the basis of this reputation and 
then makes away with such assets as he is able. This method of 
fraud is so well recognized that agencies supplying credit information 
watch closely whenever a debtor suddenly shows unusual buying 
activity? 

This condition can seldom be detected in the statements, because 
it is a disease which work* rapidly from what is superficially a nor- 
mal business condition. Although the business that fails fraudulently 
in this way is ordinarily a new one and frequently has a*proprietor 
with a doubtful history, there have oeen instances where these frauds 
have been worked by unsuccessful merchants who have become dis- 
heartened by their lack of success. Some of the latter cases have 
been traced to the instigation of persons with a bad record who were 
familiar with the “profits from failure.” 

Ratios and LIFO inventory valuation. Much of what has been 
said here about ratios becomes more or less meaningless where the 

book value of inventories are reported on a LIFO cost basis. Under 

* 

19 Actually, inventory policy tends to look backward more often than forward. 
One correlation study showed the closest relation between end of the quarter 
inventories and sales two quarters earlier. W. W. Jacobs and S. F. Broida, ‘‘Cur- 
rent Inventory Developments/' Survey of Current Business, April, 1949, p. 14 
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most other methods of inventory valuation (ejftept the similar base- 
stock method), book values are constantly moving with the turnover 
of goods in the direction of current market valuation. When, however, 
goods are assumed to be sold from the latest purchases (last-in-first- 
out or LIFO), the books show the balance of merchandise remaining 
as inventory at acquisition costs of the more and more distant past. 
(This is the opposite of even the fixed plant and machinery, which 
tends to move slowly toward current valuer as age brings about 
replacement.) To attempt to measure inventory turnover by com- 
paring the cost of goods sold at prices current during the year with 
inventory valued at the prices of perhaps a decade earlier is an 
obvious absurdity. Similarly, if LIFO gives an inventory book value 
at substantially less than current replacement value, the c jrrent ratio 
becomes an understatement of solvency. 

LIFO has had its chief vogue and function in reducing income 
taxes upon the unreal profits of inflation . 20 In this way, it has “im- 
proved” the profit and loss statement, but has made the balance sheet 
less useful for analytical purposes. Wherever information on the cur- 
rent position is essential, as in the fields of bank and trade credit, the 
replacement value of inventories, parenthetically stated in the bal- 
ance sheet, is a necessary supplement to the LIFO figure to provide 
adequate disclosure. For ratio study, the market, or replacement, 
value figure should be used to obtain more meaningful figures that 
will permit interyear and intercompany comparisons. A current 
creditor must base his extension of credit upon the current and 
probable future value of the current assets rather than upon their 
historical cost of the distant past. The ratios he employs must utilize 
data relevant to the credit decisions he is making. 

Such replacement value figures are also useful to the investment 
analyst wishing to make intercompany comparisons. LIFO has de- 
stroyed such comparability even within industries where it is widely 
used, chiefly because of (a) the adoption of the method by different 
companies in different years and so at different initial price levels, 

(b) the application of the method to different portions or depart- 
ments of their business (companies use more than one method), and 

(c) differing rates of company growth so that varying proportions 

20 A fuller statement of motives behind the adoption or nonadoption of LIFO, 
as well as details of practice, are given in J. K. Butters, “Management Consider- 
ations on LIFO,” Harvard Business Review, May, 1949, pp. 308-3*29. 
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of their inventories are valued at the several price levels of the 
different years of the past. 41 

Accounts payable turnover. The “accounts payable turnover" 
ratio is designed to show how long the business would require to 
retire its current debt from operations. It parallels the test of receiv- 
ables described above, but is usually stated on a per-month basis, 
although the day basis could be employed. The formula is: 

Accounts Payable , 

Sales Minus Expenses (Average £>er Month) 

Thus, if sales amounted to $5,000 per month and expenses were 
$1,000, a balance of $4,000 would be available to retire accounts pay- 
able or otKer current debt. If the accounts 'payable amounted to 
$6,000, it would indicate that one and a half months would be re- 
quired to retire such debt. This period is regarded as the probable 
average length of time that the debtor will take to ‘pay. The test is 
crude but often useful in mercantile credit work, where it can be 
checked against the actual record of the debtor by inquiry among his 
creditors and by an interchange of ledger experience. 

A study of the assumptions that would make this ratio meaningful 
is helpful to an appreciation of the cash movements behind opera- 
tions and the balance sheet that are the force that makes the business 
liquid and solvent or the reverse: 

• 

1. Only the expenses aui not the cost of goods sold are deducted 
from sales (expected receipts) because the latter are expected to be 
represented by new accounts payable and the cash applied to the 
older accounts in the order of their ,ge. 

2. Sales are treated as the equivalent of receipts, even though 
they may be for credit, on the assumption that any credit sales will 
be counterbalanced by collections of old accounts. Such a condition 
would be untrue (a) in a seasonal business, (b) when a business was 
growing rapidly, or (c) when recer aMes were growing because of a 
weak collection policy. 

3. But what of the other current debts besides accounts payable 

21 The debate over diselQvSure of replacement value by users of LIFO are 
given by S. Y. McMullen, “Replacement Value of LIFO Inventories Should 
be in the Balance-Sheet’ and M. E, Peloubet, “Disclosure of Current Value of 
Life Inventories is Not No.mally Useful,” Journal of Accountancy , June, 1950, 
pp. 480-487 and 487-489, respectively. 
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that are not included in this “turnover” calculation? For small busi- 
nesses such other items are often negligible. When they do exist, they 
consist chiefly of accrued expenses and Notes Payable to Banks. 

(a) The accruals are ignored on the assumption that they are 
being constantly replaced by other equal items Their actual impact 
on cash is represented by ttic payment, of the expenses, which were 
recognized in the deduction for expenses from sales in the turnover 
formula. With the inauguration of the corporate Federal income tax 
speed-up in 1952, this assumption became untrue. To the extent that 
more income tax has to be paid in the first two quarters of the year, 
the burden of tafces upon cash as reflected by the expense deduction 
will be understated by the excess of taxes paid over taxes being shown 
currently as expense (accrued^) The reverse will be true in the last 
two quarters of the year. 

(b) Notes payable to banks are omitted from this debt turnover 
ratio because they run for a longer period than the accounts, and 
payment may be postponed by renewals. Bank loans are tyffioally 
liquidated either by a seasonal contraction of the current assets that 
releases funds (illustration on page 103) or by funds generated from 
operations in excess of what is needed to cover current expenses and 
merchandise purchases (accounts payable). In a nonseasonal, static 
business, an estimate of how long the business would take tr clean up 
bank loans: can be had by subtracting monthly expenses plus cost of 
goods sold from monthly sales. Any other similar debt, such as cur- 
rent installments of a long-term debt could be included m such a 
calculation. 

4. No distribution of profits is assumed. Where cash is being used 
for withdrawals of proprietors or dividends, such amounts are, like 
the expenses, a reduction of the receipts available for debt-paying 
purposes. 

5. Similarly, it is assumed that the business does not divert cash 
to other sections of the balance sheet, as to pay long-term debts or 
acquire fixed assets. 

6. The seasonal influence is also ignored. The use of average 
monthly sales and expenses makes the £ assumptioa that the flow of 
business is fairly regular through the months of the year. 

The numerous assumptions might seem to make this ratio of more 
theoretical than practical interest. Yet in the field of mercantile 
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credit or bank credit Analysis where it might be employed to check 
the balance sheet of a small business that does have a working capi- 
tal problem, many concerns do have a relatively nonseasonal and 
fairly static condition. The special problem of noncash expenses, such 
as depreciation, is deferred partly because of its relative unimpor- 
tance to the type of small concern for wihich this ratio is used and 
partly because its fuller analysis is more appropriate at a later point. 

Mixed or duplicating ratios. Other ratios for the study of current 
position will be found in use from time to time. Tb^ are not recom- 
mended here, either because they are believed to represent a mixture 
of diverse elements that, are obscured rather than illuminated by such 
calculations or to duplicate ratios already mentioned. Because they 
have appeared useful to some writers, they are listed here with a 
brief comment as to why they seem tt> have a mixed or duplicating 
character. • 

1. Current asset turnover , or sales to current assets. This ratio is 
chiefly determined by the turnovers of the two major current assets, 
receivables and inventories. These two turnovers are best analyzed 
separately along the lines suggested earlier in this chapter. Mixing 
the two reduces the clarity of the analysis. The influence of cash, or 
cash and rnarketable securities, upon current asset turnover is dis- 
similar and opposite. High turnover of either receivables or inventory 
means a more rapid imnoment towards cash and liquidity; high 
turnover of cash spells inadequate cash and poor liquidity When an 
increase in different, elements of a ratio «pell opposite conclusions, 
the ratio is likely to be confusing in its message. The idea Behind the 
current asset turnover is to give an over-all impression of how rapidly 
the total investment in current assets is being turned and is thought 
of by some as an index of “efficiency” or “profitability,'* 

2. Working capital turnover , or sales to working capital. This 
ratio differs from the preceding in tvat the divisor is the working 
capital, or net current assets, instead of the total current assets. It 
will tend to increase with increasing current asset turnover and tend 
to decrease as the current ratio increases (that is, as the proportion 
of current assets represented by working capital increases). To the 
extent that this ratio is the result of the relation of receivables and 
inventory to sales, it contains a significant element in common with 
the current asset turnover ratio; but its use is open to all the objec- 
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tions made against the latter plus the fact t'hat it introduces the 
influence of current debt. If the business suffers from a relatively 
high current debt — that is, has a low current ratio— the business will 
show a relatively higher ratio of sales to working capital A high 
working capital turnover may reflect efficient receivables and mer- 
chandise turnover, but it nny just as well reflect a dangerously low 
current ratio. But a ratio which can tell either of such opposite stories 
is a blur of a number of relationships. In this case, the three chief 
factors are more suitably studied individually in ratios previously 
discussed; namely, the current ratio, the receivables test, and the 
inventory test. • 

An illustration of the points made with respect to these two fore- 
going ratios follows. The sales and current assets for Companies A 
and B are alike, so that current asset turnover is the same. Yet one 
would hardly say that the two concerns were utilizing their current 
asset investment with equal efficiency. The reason the ratios are alike 
is that the stronger cash position of A just counterbalances J3’s slower 
turnover of receivables and inventory. As for working capital turn- 
over, B has a higher and presumably more favorable figure largely 
because of its higher and presumably unfavorable current debt. The 
interpretation of the difference in working capital turnover depends 
in this case upon the current ratio difference whereas ,111 others it 
might be the effect of different current asset turnovers. In either case 
the explanation has more analytical significance than the working 
capital turnover ratios. 


COMPARATIVE working capital of companies a and b 


Cash 

United States Bonds 

Receivables 

Inventory 

Total Current Assets 

Current Debt 

Working Capital . . - 
Sales . 


a B 
$ 10,000 S 5,000 

15.000 

10.000 20,000 

25,000 35,000 

$ 60,000 $ 60,000 
$ 10,000 S 30,000 
$ 50,000 $ 30,000 
$100,000 $100,000 


3. Receivables to merchandise. When merchandise is sold, a profit 
has been added that raises the proportion of current assets to current 
liabilities. Because of this fact, it has been argued that the current 
ratio is “inflated” to the extent of the profit. As a matter of fact, the 
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gross profit is largely offset by operating expenses incurred concur- 
rently. To draw an analogy between carrying merchandise at selling 
price and carrying receivables at their face value also ignores the fact 
that the sale marks the point of profit realization. An increase in the 
ratio of receivables to merchandise is not necessarily a signal for 
raising the current ratio requirement; the change normally denotes 
increase of strength in the asset group in that the receivables are 
often a more liquid item. An increase in the proportion of receivables 
will represent a weakness only when it is due to slower collections 
or accumulated bad debts — a condition to be detected from the sales 
to receivables ratio. , 

4. Inventory to Working Capital. A ratio of the inventory to 
working capital is sometimes used to point up the relative risk of 
working capital loss that may arise from a drop in inventory values. 
So long as inventories are less than working capital, a price decline 
for inventory will register a smaller per cent reduction in the working 
capital (that is, the margin of current assets over current debt) ; 
when inventory exceeds working capital, the given percentage impact 
of a drop in the former will be a greater one upon the latter. Thus, in 
the following illustrative case, a 50 per cent drop in inventory 
($100,000) before inventory expansion took place would represent 
only a 40 *per cent loss of working capital. If inventory were to be 
bought so as to raise it to $400,000 with no increase in working capi- 
tal, then a 50 per cent drop ($200,000) would virtually wipe out thp 
working capital of $250,000. 

WORKING CAPITAL POSITION BEFORE AND AFTEll INVENTORY 

EXPANSION 
(thousands of dollars) 

Before After Before After 

Cash $ 40 $ 40 Current debt $150 $350 

Receivables 160 160 Working capital 250 250 

Inventories 200 400 

Current assets $400 $600 Cur, liab. <fe work, cap $400 $600 

Actually, the ratio of inventory to working capital is complemen- 
tary to the quick ratio and tells the same story in a different way. 
If the quick ra£io is over one, the inventory to working capital ratio 
is less than one and the current creditors are more than 100 per cent 
protected by the quick assets. If inventory expansion is carried so 
far as to exceed the fixed investment of owners and long-term credi- 
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tors (that is, working capital), the quick ratio will be less than one 
and the current creditors will have that much excess risk to bear from 
possible inventory price fluctuation. Some find this extra ratio help- 
ful; others will find this inventory expansion hazard adequately 
reflected in the quick and current ratios. 22 * 

Summary. The study of ^working capital is primarily a test of 
short-run solvency, although light may also be shed on the effective- 
ness with which the business is being conducted. Tests of receivables 
and inventory should be 'regarded primarily as relating to solvency 
rather than to efficiency. Standards of turnover should always be held 
as tentative, for the final test of the effectiveness of business manage- 
ment is found in the ability to produce adequate profits and to re- 
main solvent. Where, however, the profit test (discussed *iater) has 
been applied and appears satisfactory, a question may be raised if 
the study of receivables and inventory suggests slow collections and 
low stock turnover. The possibility exists that reported profits may 
be actually overstated because of a failure to make sufficient allow- 
ance for losses from bad debts and from obsolete or shop-wgrn mer- 
chandise. 

The study of working capital will ordinarily involve (1 ) the proper 
arrangement of the balance sheet items, if that has not already been 
done; (2) a scrutiny for unusual or improper practices; ajtd # (3) the 
computation and study of the ratios suggested, which are (a) the 
current ratio, (b) the “acid test,” or ratio of current assets less inven- 
tory to current debt, fc) the receivables test, (d) the inventory test, 
and sometimes* (e) the ratio of accounts payable to the excess of 
average monthly sales over expenses. Some further discussion of the 
subject will appear in appropriate places in subsequent chapters. 

22 Other ratios relating to working capital position that have hern suggested 
are (a) Cash to Current. Assets, as a lest of liquidity, (b) Cush to Notes Pay- 
able, Bank Loans, or Current Debt, (c) Receivables to Current Assets, as a tost 
of frozen receivables and (d) inventory to Current Assets, as a test of over- 
investment in inventory. 
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Fixed Asset Analysis 

o 

Relative importance. Although the banker and the mercantile 
creditor very generally regard the working capital section of the 
balance sheet as far more important than the fixed assets section, 
the investor finds that the latter requires oareful study. Even the 
banker making term loans repayable over a period of years finds his 
interest in tfie fixed assets increasing In a small trading concern, the 
fixed assets, or store property, may be rented ami the owners’ invest- 
ment may be largely to supply working capital. At the other extreme, 
•the great public service corporations have most of their investment 
in fixed plant financed by bonds and stocks; their working capital 
section may show but relatively small amounts. 

The double balance sheet. With this second portion of the bal- 
ance slje<*t before us. we are presen ted with two problem-;; (1) What 
is the proper value of these fixed properties? and (2) What relation 
do these assets bear to the opposing security issues? The current 
items should at least oe classified and separated in order to make 
the figures to be analyzed stand out more distinctly. The following 
illustrative figures of the National Dairy Products Corporation are 
in a special form of double balance sheet that divides the balance 
sheet into two parts: the first shows working capital; and the second, 
fixed assets and capitalization. 

As the current assets exceeded the current liabilities, it was neees* 
sary when making a division to put their difference on the asset side 
of the fixed capital section, b bring the latter into balance. This 
treatment emphasizes the fact that the working capital is that part 
of the current assets contributed by the investors (bondholders and 
stockholders) ’instead of b’y the current creditor group. 

Asset valuation, ‘‘Value” has such various meanings that it is 
desirable to state some of the chief ones. The differences between 
these meanings should be kept in mind in any discussion, because 
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NATIONAL DAIRY PRODUCTS CORPORATION 

Consolidated Balance Sheet 


December 31, 1951 

Working Capital Section 


Current assets: 

* 

Current Liabilities: 


Uasn 

$ 39,900,000 

Accounts payable — 

$41,100,000 

U. S. Government se~ 


Accrued liabilities 

12,200.000 

curities 

% 900,000 

Provision for Federal 


Accounts and notes re- 


income taxes . 

39,200,000 

ceivable, less reserve 

45^500,000 

Less — U. S. Govern- 


Inventories, lower t of 


ment securities 

(39,200,000) 

average cost or mar- 
ket 

117,500,000 

Notes due within one 
year . . 

300,000 


« 

Minimum sinking fund 

• 


• 

due within one year 

1,600,000 

Working Capital Bai^- 

ance ... 

$203,800,000 

Fixed Capital Section 

Long-Term Dedenture 
$148,600,000 Debt (including $2- 

$55,200,000 

• 

Investments & Other 


500,000 Canadian serial 
notes) 

$105,700,000 

Assets : 

Foreign subsidiaries 

10,700,000 

Minority Interest in 


Less Reserve 

3,500,000 

Subsidiaries 

- *300,000 

Miscellaneous invest- 
ments 

$ 7,200,000 

3.300,000 

Reserves : 

Prior years’ Federal 


• 

$ 10,500,000 

and state taxes 

9,500,000 

Property, Pl£nt & 

Insurance and other . 

2,000.000 

Equipment : 

Land 

13,600,000 

Capital Stock & 

$ 11,500,000 

Buildings, machinery <fc 
equipment ... . . 

270,100,000 

Earned Surplus: 
Common stock (6,380.- 


Less Reserve for de- 

$283,700,000 

598 shares at stated 
value) 

54,400,000 

predation 

113,200,000 

Earned surplus 

159,500,000 


$170,500,000 


$213,900,000 

Prepaid k Deferred 

Items 

1,800,000 

• 


Good Will (at $1) 


• » 



$331/400,000 


$331,400,000 


Note: The original balance sheet ia condensed here and figures rounded to the nearest 
hundred thousand. Company’s annual report gives b condensed ten-year statement with a 
working capital section. 
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they explain many of the discrepancies existing between “valuations”^ 
made by different persons. Standards of valuation will vary with the 
purpose in each case. Because fixed assets are less liquid and are 
turned over only after long intervals or not at all, the problem of 
their valuation ia more complex than that of current asset valuation 
— at least it was until LIFO value for inventories became important. 

The first, and the most generally accepted, value, for balance sheet 
purposes — as stated in the discussion of balance sheet construction — 
is the original cost with a proper deduction, or reserve, for deprecia- 
tion. This method of valuation provides a uniform and objective 
basis for valuation, even though its usefulness in measuring financial 
position after a period of violent change in the price level is open to 
questkmr Despite the virtues of the cost basis in preventing arbitrary 
manipulation and preserving cost for the measurement of subsequent 
profit, several disturbing possibilities, illustrated by the following 
questions, still remain: 

1. Was the original purchase price inflated or more than the 
' market value at the time of purchase? 

2 Have repairs and ordinary maintenance been improperly added 
to the amount, as though they were additions and betterments? 

3. Have betterments or improvements that have added to the 
assets? btvn treated as repairs and not added to the book value of 
the property? 

4. Are allowance? or reserves for depreciation inadequate or ex- 
cessive? 

Replacement value less depreciation. These vexing problems 
explain one reason for the advocacy by some of a second valuation 
standard, that of present replacement value with due allowance for 
depreciation. If one is a stockholder, he is interested in the value of 
the properties on the basis of present construction costs. If the value 
represented is greater than original cost, a prospective competitor 
would be obliged to calculate so much greater investment of capi- 
tal. These higher costs of securing capital enable those already in the 
field to take profits, not in proportion to original investment, but up 
to the point where the profits would yield a rate of return sufficient 
to induce potential competitors to make the increased investment 
necessary to enter the field, provided, of course, there are not already 
so many producers in the field as to result in excessive competition. 
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, The use of appraised value? in the balance sheA is unusual except 
where the properties are being transferred to a new business entity. 
Sometimes they are used where (1) there is difficulty in obtaining 
from the corporate records information sufficiently accurate to justify 
the use of the latter figure in determining “value# 1 ; and (2) after 
there has been a large and apparently permanent change in the level 
of construction costs. After the rising prices of the first two decades 
of the present century, some argued that public utilities should be 
given the benefit of the higher prices by being allowed to use a repro- 
duction or replacement, rather than an original, cost basis of valua- 
tion. 1 During the price inflation of the 1940’s, cries of profiteering 
were raised by some who measured profits against an investment 
stated in assets bought and carried at lower price levels. • 

Industrial corporations find other possible advantages in an ap- 
praisal of their fixed assets. In some eases, the appraisal may be 
desired because of the difficulties of interpreting the fixed a^set 
accounts, which may show amounts on the books of the company 
only as one or more lump sums, which may represent an accumula- 
tion over a long period. In other cases, a permanent inventory (that 
is, a detailed record of the cost of the individual pieces of real estate, 
machinery, etc.) may have been kept, but the figures may be wholly 
unrepresentative of current price conditions. Possible rear on s for 
revaluation or appraisal are as follows: 

1? To provide the basis for a permanent fixed asset inventory, 
where nope has been kept before. 

e. 

2. For its effect on plant accounting. Inasmuch as depreciation 
charges are based on book cost, two changes will result from 
a change in that figure. 

a. The operating costs will be increased if the appraised 
value is greater than former book value, and vice versa. 

1 Such persons frequently overlook the fact that increased earnings cannot 
remedy the position of the bondholders and prefetred stockholders who supply 
so large a part of the funds of our utilities Moreover, those who advocate re- 
valuation usually fail to note the possible results under a falling price level. A 
policy of revaluation in such periods would tend to confiscate stockholders’ in- 
terests and possibly reduce the margin of safety to bondholders to a point which 
would threaten the financial standing of the utilities. Such weakness might, in 
turn, prevent the financing of improvements or expansion essential to adequate 
service to the public. 
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Some believe that operating costs should be based upon 
current rather than upon historical prices. In any case,, 
cost at a higher or lower price level of the past does not 
show the “economic cost” (purchasing power) at the 
gomg price level. 

b. The amounts of the depreciation allowances will more 
nearly equal the amounts required to replace the depre- 
ciated assets, if the basis for figuring is replacement 
cost. This point is particularly important after a period 
of rising prices. Depreciation allowances based on origi- 
nal cost may be quite inadequate to conserve the origi- 
nal investment at the subsequent higher price level, 

* Nevertheless, the weight of ac counting authority is now 
against any attempt to alter the record of asset cost or 
reflect “purchasing power” or “replacement” deprecia- 
tion expense in the earnings. 2 3 Management may still 
have an appraisal made or make supplementary calcu- 
lations outside of the regular statements because of 
radical price level changes/ Such data may have utility 
in policy-making and price decisions, in improving 
public relations, and in keeping the owners informed 
* \ as to the economic realities of their position. 

3. To serve as a basis for recapitalization, as by stock dividends. 

4. To determine the present value of the fixed assets in the event 

of the sale of the business or its consolidation with others in 
a combination 

5. To show the current condition in the event of financing, as in 

the case of a sale of securities. 

2 See Research Bulletins No 5, “Depreciation on Appreciation/’ and No. 33, 
“Depreciation and High Costs” (1947), American Institute of Accountants. 
Further discussion is given in Chapter IX. 

3 For principles that should govern such data, “Price Le^el Changes and 
Financial Statements” by the Committee on Concepts and Standards Under- 
lying Corporate FinancialJStatements of the American Accounting Association, 
Accounting Review, October, 1951, pp. 468-474. Occasionally data will be given 
outside of the statements, as in the annual report of the Georgia-Pacific Plywood 
Company, which stated that the fixed plant investment, exclusive of Timber- 
lands, which showed a net book value of $7,288,399 on December 31, 1951, would 
have “an appraised depreciated value in excess of $18,000,000, % figure more 
nearly in line with their actual productive capacity.” 
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6. To provide a basis for possible fire-loss adjustments. Under the 

present-day “co-insurance” clause, it is particularly essential 
to know current values, for otherwise, underinsurance may 
reduce the protection of existing policies. 4 

7. To provide data for property tax adjustment! 

Some accountants, who are influenced by the reasons which have 
just been given, agree that revaluations may be made and introduced 
on the books provided original cost and applicable depreciation are 
not obscured. Where the appraisal results in an increase in the book 
value of the assets, ^the corresponding increase in the owners 7 equity 
is preferably reflected under some suitable descriptive heading, such 
as Unrealized Appreciation Arising from Appraisal of Fixed Assets. 
The titles Appraisal Surplus or Appreciation Surplus are less appro- 
priate because of the unrealized status of the asset increase. The 
profit and loss surplus will not be affected and the increase will not 
be used as a basis for dividends (other than stock dividends). The 
persons making the appraisal and the method of appraisal should be 
clearly stated in the annual financial report of the company. There 
are concerns which devote themselves exclusively to appraisal work. 5 * 

Market value. Most frequently, the market value of the properties 
of a going concern as an aggregate bears no close relation* either to 
original cost or to the cost of replacement less depreciation. The 
business is a profit-returning investment, and the investment market 
sets its value in proportion to its estimate of future profitableness. 
If, for instar ce, (he purchase of the properties of the General Electric 
Company or the Coca-Cola Company were contemplated, both book 
value and replacement value would be of secondary interest. The 
purchase price or market value of their properties would be deter- 
mined by the prospects of income to be derived from ownership. 
From this viewpoint, the balance sheet, together with the earnings 

4 For a description of co-insurance, see R. Riegel and J S. Miller, Insurance 

Principles and Practices (New York’ Prentice-Hall, Inc., 3d ed., 1947) pp. 397- 

404. 

8 Inasmuch as appraisals are made only at infrequent interval*, if at all, they 
should be made when price conditions appear to be fairly stable, so that the 
valuation may continue tc have usefulness for the statement reader for a maxi- 
mum length of time. Revaluations made in the depth of the depression in 1932 
and 1933, when prices were abnormal and unstable, appear to have been ill- 
advised in this respect 
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statement, is merely* an aid in making a forecast of the probable 
value of the properties as an investment. The market value of the 
stockholders’ interest — and indirectly the value of the properties as 
a going concern — may be found by multiplying the market value of 
a share of stock by the number of shares outstanding. 

Liquidation values. A fourth method consists of a valuation of 
the assets on a liquidation basis. This attitude is often taken by the 
cautious creditor who will venture only where he feels protected 
against the worst — a state of bankruptcy. It may be objected that 
such a basis is unfair to any business. Such an objection overlooks 
the natural difference in temperament between the various persons 
supplying funds to a business enterprise. A conservative creditor like 
the banker who takes but a small rate of return should not be 
expected to take disproportionate risks. 

These different uses of the term “value” are not to be thought of 
as conflicting, but rather as the result of different viewpoints, each 
of which serves a different purpose. 

* Tangibles and intangibles. The fixed assets fall into two general 
groups — tangibles and intangibles 6 The usual examples of the latter 
group are good will, patents, copyrights, and, sometimes, franchise 
rights. These assets are neither physical goods nor evidences of 
property *such as notes or bonds. These intangible assets may be 
valuable, but the value to be assigned to them is so much a matter 
of opinion that conservative businesses frequently eliminate theip. 
Generally the analyst removes them from the total of assets before 
calculating the book value of the stockholders' rights. The resulting 
figure is, strictly speaking, “the net tangible assets available for the 
common stock” rather than “the book value of the common stock.” 
The present common practice by major corporations of omitting in- 
tangibles or reducing them to a nominal $1 means the two are ordi- 
narily the same and the term “book value” is frequently used 7 

e The accounting and financial, rather than the legal, usage of the word '‘in- 
tangible” is employed here. In legal ind tax circles, “intangible” is applied to 
property rights evidenced by instruments, such as stocks, bonds, notes, and 
accounts, and the term “*afigihle” reserved for physical goods, such as real 
estate, machinery, and inventory. 

7 Where substantial suras have been paid for good will and trademarks, they 
may constitute “invested capital” upon which earnings will be allowed free from 
the excess profits tax Thus, Bristol-Myers Company was reporting an invested 
capital in its balance sheet well under $10 million at a time when it was claiming 
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In the balance sheet of National Dairy Products Corporation, for 
December 31, 1951, as shown above, the common stock appears at its 
stated value of $54,400,000. When the Earned Surplus of $159,500,000 
is added to this amount, a total book value of $213,900,000 is ob- 
tained. (A Deficit figure would have been deducted.) Because the 
Good Will is now stated at a nominal $1, no deduction is necessary 
to arrive at a separate “net tangible assets for common stock” figure. 
A further deduction would have had to be made had there been any 
accumulated and unpaid preferred dividends, which are a claim upon 
the tangible assets prior to that of the common stock. Such an ac- 
cumulation is often mentioned in the balance sheet in a footnote but 
not shown in the liability column because it becomes a liability only 
after declaration. i 

W r hen the net tangible assets for the preferred stock is being com- 
puted, the claims of the preferred stock are not deducted and the 
total net worth is taken and a deduction made for the amount of the 
intangibles. In this case, the net worth does not include any preferred 
stock, as it was retired through the sale of low interest rate I^eben- 
turcs. 

Should the net tangible assets for the bonds be desired, the sum of 
the bonds and the net worth is found and the intangible assets de- 
ducted. This practice is followed even though its effect is k) treat all 
the debts other than the bonds as prior claims, which they clearly 
are not when, as in this instance, the bonds are debentures. Should 
this practice, which is commonly followed in security analysis, give a 
substantially misleading figure because of this implication of priority, 
the resulting figure should be amended so as to give a comparison of 
net tangible assets with all of the debt that stands upon a common 
ground of priority. 


127 million for excess profits tax purposes; Lambert Company reported only $6 
million while claiming between $35 and $48 million (Barron’s, February 9, 1942, 
p. 12). Similarly, where depreciation expense allowed for income tax purposes 
has differed materially from the amounts reported to stockholders, invested 
capital in the balance sheet will differ from the base allowed for excess profits 
tax purposes. One report stated that American St^el Foundries had an invested 
capital allowable for tax purposes around $55 -million, or more than $46 per 
share, at a time (Sept. 30, 1941) when the balance sheet showed a book value 
of $28.28 per share (American Institute of Finance, Economic and Investment 
Bulletin , Feb. 7, 1942). 
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To summarize the preceding: 

1. Book value and net tangible assets available for common stock = $213,900,- 
000. ($54,400,000 + $159,500,000.) 

2 Net tangible assets per share of common stock = $33.53. ($213,900,000 + 
6,380,598 shares.) 

3. Net tangible assess available for preferred stock. None outstanding. (Total 
net worth, including preferred, divided by* number of preferred shares out- 
standing.) 

4. Net tangible assets for debenture bonds = $319,600,000. ($213,900,000 + 
$105,700,000 ) 

5. Net tangible assets per $i,000 bond = $3,02#. ($319,600,000+ 105,700.) 

Another ratio, which will be discussed later in this chapter, is the 
ratio of working capital to funded debt, or working capital per $1,000 
bond. 

• 0 

6. Working capital per $1,000 bond -$1,406. ($148,600,000+ 105,700.) 

• 

Tn the preceding calculations, two problems that frequently are 
present did not arise. When preferred stock is one of the claims that 
precede the common stock, it is usually regarded as a prior claim 
ahead of the common for the amount of its par value plus any ac- 
cumulated and unpaid dividends if the stock is in arrears Where, 
however, the preferred is without par value or has a nominal par 
value, it is treated as a prior claim for the amount of its priority in 
an involuntary liquidation. Thus, if a preferred stock paying a $2 
annual dividend has a par of hut $10 but a priority of $50 in invol- 
untary liquidation, it is } est treated as a 4 per cent $50 par preferred! 
Call price or priority in voluntary liquidation is ordinarily ignored 
in these calculations on the principle that going-concern rather than 
liquidation values arc involved. 8 

With the growing practice of showing surplus reserves in the net 
worth section, it will be easier to find and include them in calculating 

* In analyzing capital structure (covered in ne*t chapter) Graham and Dodd 
propose that the preferred stock claim be taken at the highest of (a) par value 
plus arrears, (b) call price plus arrears or (c) average market price. The use 
of market, price is objectionable for pi. ierred, as for bonds, because it would 
introduce annual variations bearing no necessary relation to balance sheet figures 
and might even result in the absurdity of an apparently decreasing preferred 
claim because of a falling market price caused by falling earnings and lowered 
credit standing without any change in the claim itself. Benj. Graham and D. L. 
Dodd, Security Analysis (New York: McGraw-Hill Book Co., 3d ed., 1951), 
p. 184. 
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the book value of the common stock. In the interests of uniform 
comparisons* surplus reserves, even though placed outside the net 
worth section in the published balance sheet, should be analyzed as 
a part of surplus. When the character of the reserve is in doubt, con- 
servatism would dictate its exclusion from net wprth; but if such an 
item is of material amount, its presence and possible effect, as on the 
book value of the common stock, should be noted either in the dis- 
cussion or a footnote. 

Real estate. In the balance sheet of an individual corporation, 
there is frequently one large amount labeled “Plant and Equipment,” 
or “Real Estate, Machinery, etc.” 9 Occasionally, the title is very 
broad and intangibles are included under it, which is an especially 
bad practice. In the better type of balance sheet, not only are in- 
tangibles shown apart, but the real estate or land and buildings are 
shown separately from the other fixed tangible property. An example 
of separate treatment of the several items of the Property account 
appears in the balance sheet of : 

COMMERCIAL SOLVENTS CORPORATION 
Property Plant and Equipment 
December 31, 1950 
(thousands of dollars) 

Acquired before 12 /SI iS2 Acquired after 1932 



Gross 

Reserves * 

Gross 

Reserves 

Land 

75 

75 

223 


Buildings , v 

. ... 1,632 

1,632 

5,855 

1,276 

Equipment ■ 

, . . 4,784 

»,784 

18,464 

5,876 

Office furniture . . 

62 

62 

343 

141 

Uncompleted 



380 


Emergency facilities 



2,283 

2,283 t 

Totals 

6£53 

6,553 

27,548 

9,576 

Total property, plant and 

equipment . 


34,101 


Less depreciation reserve* 

51 


16,129 


Net property 



17.972 



* Book value reduced to $1 by charge to earned surplus, Dec. 31, 1930. Additions in 
1931 and 1932 similarly charged off. 

t Fully amortized as of Sept. 30, 1945. « 


» This heading should include only fixed assets used in operations. Fixed assets 
no longer in use should be stated separately and are characteristically valued 
at liquidation value inasmuch as they are no longer elements of the going con- 
cern and are to be disposed of as soon as that can be done advantageously. 
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It is further desirable that the land be shown apart from the 
buildings. Land is not subject to depreciation allowances as buildings 
are. Land is valuable as a site ; the value of buildings rests in their 
adaptability to use. The value of a building may decrease while the 
value of the site is»iiicrcasing. Land may be held for the sake of its 
natural resources, such as minerals, timber, water power, or other 
rights to be obtained through the ownership of the land. It is desir- 
able that assets subject to depletion, such as mines and timberlands, 
be shown separately. # 

Location and utilization will give the laftd its value . 10 In the case 
of a store property, location will determine its* convenience for 
customers. Traffic flow, transportation, parking facilities, and the 
presence oP other shops are examples of pertinent influences. For a 
manufacturing plant, location will be a matter of transportation 
facilities with* respect to materials and markets and accessibility for 
workers. Even though the analyst may find it unnecessary to check 
closely the current value of the property, he may find it useful to 
consider the probable relation of store or plant location to future 
success. 

In the valuation of buildings, it should be noted that the present 
value of two buildings that originally cost the same to construct may 
vary later* with location, age, type of occupancy, and tin case of the 
liquidation of a business) the adaptability of the structure to other 
uses. The first two factors are readily recognized, but the latter twa 
are sometimes overlooked. A building constructed for theatrical pur- 
poses or for a banking house is specialized and cannot be ysed eco- 
nomically for another purpose unless virtually rebuilt. A more 
general type of building, such as an office building or small store, 
can usually, when the tenants are unsuccessful, find new occupants 
much more easily. 

Lack of adaptability of the banking structure, together with the 
extreme conservatism of some bankers, helps to explain why the 
value of buildings is sometimes understated in the bank balance 
sheet. The building’s book value may have been reduced year by 
year until it materially understates the real estate item and so the 
surplus. Such procedure may be detected by the analyst who will 
study this asset from year to year. 

10 The valuation of Jana giving title to mineral deposits is considered later 
in the chapter devoted to mines (Chapter XVI). 
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. An error that must be guarded against is the stating of the value 
of the real estate less any mortgage, thereby showing only the net 
equity or difference in the assets — a procedure which is clearly mis- 
leading. A building worth $50,000 free and clear is quite different 
from a $120,000 building with a $70,000 mortgage on it. The former 
would, in the event of a forced liquidation of the business, in prac- 
tically every case yield a larger amount for the general creditors. 11 

Leaseholds. Leaseholds are sometimes found instead of real 
estate, or in addition to that asset. A leasehold may be purchased 
from a person who has taken a lease (become a lessee) for a period 
of years at a rental that, at the time of purchase of the leasehold, 
is less than the character of the property justifies. The purchaser of 
the leasehold will pay to the lessee the discounted, or pr esent, value 
of this rental saving. Such an asset must gradually he extinguished 
as the expiration date of the lease approaches. 

This situation is similar to that of the holder of a long-term lease 
who erects a building on leased land. Such property, being fixed to 
the land, becomes the property of the landowner. Such a building 
wfith its fixtures must gradually be written off over a period not 
longer than the life of the lease, unless a special agreement has been 
made by the landlord (lessor) to repay the lessee for the building he 
has erected. The amount written off annually is virtually so much 
rent, and the building is in effect a payment to the landowner for the 
yse of his land site, unless it is assumed that the building will be 
without value by the time the lease expires. Where the buildings are 
listed anjong the assets, without an item of land or real estate, in- 
quiry should be made as to the actual situation. 1 '' 

Equipment. Equipment and furniture should be stated separately 
from the building figure. They are usually subject to a more rapid 
rate of depreciation than the building. Moreover, machinery and 

11 Nevertheless, such treatment is found occasionally, as in the annua! report 
of Sears, Roebuck and Company for the year ended January 31, 1942. After 
reporting other land and buildings, the Equity in Properties for January 31, 
1941, was reported showing first a deduction for Mortgages and then for Reserve 
for Depreciation from the gross value of Land and Buildings. One danger is 
that investment services may show only the net figure in their reporting or that 
clerical help may compute ratios based on the net asset figure and omit the debt 
from liabilities. 

12 8. L. McMichael, Leases, Percentage, Short and Long Term (New York: 
Prentice-Hall, Inc., 1947); also McMichaeVs Appraising Manual (New York: 
Prentice-Hall, Inc*, 4th ed., 1951), Chap. 33, “Leasehold Appraisals/’ 
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other equipment, especially where highly specialized, may be of little 
more value than so much scrap in the event of liquidation, whereas 
the building may be. rented or sold for other purposes. A separation 
of these items also makes possible a comparison of each with the 
maintenance, repairs, and depreciation allowance figures and an 
intelligent estimate as to whether the different classes of property 
are being properly cared for. 

The mercantile or bank credit man who is interested in the possible 
resale or second-hand value of the equipment in the event of liquida- 
tion will ask the following questions as he*studies the item: 

1. Is the equipment of a standardized type that will give it ready 
marketability, or is it of unusual size or specially adapted for pur- 
poses of this one concern? To be considered ‘‘standard,” the equip- 
ment should, «of course, be sufficiently modem to meet the current 
standards of efficiency. 

2. Is it widely enough used to offer the likelihood of a broad 
market? 

3. Is it located at or near a potential market? 

4. What is the likely physical condition of the equipment? Is it 
well preserved? On the one hand, the equipment of construction 
contractors is frequently exposed to severe weather conditions and 
allowed to deteriorate; whereas, on the other hand, certain types of 
machinery, such as those that are used in a cotton textile mill, are 
ordinarily kept in an ». .eel lent state of repair. 

Occasionally, appraisals are made that greatly htflp the analyst 
to estimate the current value. An appraisal is sometimes based on 
“condition, type, and service” without regard to age. Such an ap- 
praisal may overlook the fact that condition based on operating 
cfficienc}' is misleading, because mechanical efficiency is usually 
fairly good up to the time of retirement. Book value, however, should 
reflect from the start the approaching end; otherwise, an unfair 
burden will be thrown on the expenses of the year in which the 
replacements occur. 

Present value based oYt general price levels. Where it is desired 
to form only a rough estimate of the present cost of replacing certain 
structures and equipment, the device of index numbers may be help- 
ful. These numbers, us their name implies, show relative price change 
from month to month and year to year. They are calculated and 
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published by various agencies. One of the best-known indexes in this 
country suitable for the purpose of interpreting the fixed property 
account is the index of construction costs published by the Engineer- 
ing News Record. 13 The figures are shown in the table below. Costs 
were relatively stable during the years 1923-1930, variable since. 

I 

INDEX OF CONSTRUCTION COSTS 
( Engineering News Record) 


1913 = 100 


1914 

89 

1924 .. * 

215 

1934 .... 

.. .198 

1944 ... 

. . 299 

1915 . . 

. . 93 

,1925 . . . 

207 

1935 . .. 

195 

1945 

. ..308 

1916 . . 

. 130 

1926 

. 208 

1936 .... 

.... 206 

1946 . 

.. 346 

1917 . . 

.. 181 

1927 

206 

1937 . . 

. . 235 

1947 . . . 

. .413 

1918 . 

... 189 

1928 f . . 

207 

1938 

. 236 

1948* . . . 

461 

1919 . 

. 19S 

1929 ... 

. 207 

1939 . . 

. .. 236 

1949 .. . 

... 477 

1920 .. . 

251 

1930 .. 

203 

1940 . . 

242 

1950 

...509 

1921 . . . 

202 

1931 . . 

. . 181 

1941 

... 258 



1922 ... 

174 

1932 . . . 

151 

1942 . . 

276 



1923 . . 

214 

1933 . . 

. 170 

1943 

290 




These indexes measure the relative prices in the given years. The 
probable cost of reconstructing in 1950 a building built in 1925 would 
have been as the relation of the index 509 to 207, or an increase of 
146 per cent. If it is known in which years the property' was con- 
structed, a rough approximation in terms of current building costs 
$iav be made. Unfortunately for the outsider, the property account 
of most large concerns is the net result of many additions and sub- 
traetions^oversa period of years, and the allocation of the parts of 
property to different years is impossible. The method is chiefly useful 
to the management in making estimates, and to the outside analyst 
in those cases where he knows that the property was chiefly con- 
structed in a few major units in certain years. The method assumes 
that the original figure was the market or fair cash value of the 
property. 

Patterns, dies, and plates. Patterns, lasts, models, dies, and 
drawings are shown by many industrial corporations among the fixed 


1 8 The index weights steel 38, lumber 17, cement 7, and labor 38. Convenient 
sources of these monthly data are the Standard Trade and Securities Service 
and the Survey oj Current Business. Both sources publish variovis other con- 
struction cost indexes. 
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assets. Their value is likely to be very temporary and should not be 
large. The same is true of plates and cuts found in the asset column 
of published balan.ce sheets. If the product is a success, the first 
printing will usually yield sufficient revenue to repay the outlay for 
plates, and it would be conservative to write their book value down 
to a nominal amount. If the product is unsuccessful, the value of such 
items is so questionable as to make their inclusion among the assets 
poor procedure. These items as a class are more of the nature of 
deferred expenses than of fixed assets. 

Investments. Investments usually consist of securities, which 
sometimes can be sold without disturbing the regular operations of 
the business or which may be useful as collateral for securing a loan. 
If either of # these two situations exists, the securities serve as valuable 
support to working capital. When the holdings are temporary invest- 
ments, they will generally appear among the current assets rather 
than as “Investments” among the fixed assets. The analyst may 

profitably ask the following questions as he examines this asset: 

# 

1. How readily may the investments be sold? Securities on the 
stock exchange will have an advantage. Unlisted stocks of small com- 
panies owned by only a few persons will usually be at the other 
extreme ip marketability. 

2. Is the value of these investments likely to change greatly with 
changes in business conditions? The more speculative an investment, 
the less it can be depended on when making a judgment of the futurfc, 

3. What is the present value of these investments? 

4. Are the investments self-supporting? In other words, do the 
investments yield sufficient income to pay the expense of carrying 
them? The investment income reported in the profit and loss state- 
ment will show only interest and dividends received. 14 The latter 
figure may be a very poor measure of the actual earnings of stock- 

14 Since 1925 E 1. du Pont do Nemours & Company has followed the unusual 
practice of adjusting the book value > its substantial investment in General 
Motors Corporation common stock so as to reflect substantially the book equity 
as it is stated in the consolidated balance sheet of the 3atter at the end of the 
preceding year. The adiustm&ijt appears as a surplus change, and the reported 
net income includes only the dividends received. Other companies known for 
their substantial investment holdings are Allied Chemical and Dye Corporation, 
Canadian Pacific Railway Company, Gulf Oil Corporation, and Union Pacific 
Railroad Company. 



140 FIXED ASSET ANALYSIS 

holdings, so that an answer to the question proposed here makes 
necessary a detailed list of holdings and suitable statement material 
about the companies concerned. 15 Where the property yields no pres- 
ent income but is held for future developments, as in the case of 
undeveloped mining or timber properties, it is ui&ally impossible to 
form any reasonable estimate of value, except when a disinterested 
appraisal of recent date is available. 

5* Is the investment in allied or affiliated companies primarily for 
the purpose of securing concerted action? In such a case, the benefits, 
if any, may be indirect rfitlier than from any direct revenue in the 
form of interest and dividends. 

6. Is the investment in subsidiary companies? Where the stock of 
subsidiary companies is held, it generally is desirable to*' secure the 
statements of these companies and to read them in connection with 
those of the parent company. A subsidiary may be used as a cloak 
for the concealment of either profits or losses. Investments in sub- 
sidiaries may sometimes be regarded as liabilities — for example, 
where the subsidiary shows a loss each year It is customary, where 
the subsidiaries are important, to combine their statements with 
those of the parent company, as will be discussed later in connection 
with holding companies (Chapter XIX). 

e 

Accounts receivable from subsidiaries* Inasmuch as a company 
frequently cannot press a subsidiary for the payment, of amounts 
owing from it without endangering its investment, an account receiv- 
able from a subsidiary is unlike an ordinary account, and may con- 
stitute a faore or less permanent advance. Such sums are likely to be 
harder to collect in a time of stress than the average account receiv- 
able. Amounts due from subsidiaries and amounts due from allied or 
affiliated companies are usually listed in the fixed section of the 
balance sheet rather than under current assets. 

The following illustration shows the possible importance in analy- 
sis of this parent-subsidiary relationship: 

15 The Securities and Exchange Commission requires that corporations regis- 
tering new issues (Form S-l) or making annual reports (Form 10-K), because 
their issues are dealt in on a registered stock exchange, submit detailed schedules 
of their investments. Book value, basis of valuation, and, where possible, current 
market value, are required for both marketable securities and other security 
investments, when they amount to more than a certain per cent (usually 15) of 
total assets. 
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PARENT 

Assets 

1950 1951 

Cash $ 30,000 $ 20,000 

Accounts Receiva- » 

ble 30,000 40,000 

Merchandise . . 80,000 100,000 

Plant . . . . 40,000 40,000 

Stock in Subsidi- 
ary , . 50,000 

$180^000 §250,000 


BUSINESS 

Liabilities 

1950 1951 

Accounts Payable $ 60,000 % 80,000 
Capital Stock . . 100,000 150,000 

Surplus 20,000 20,000 

»* 


$180,000 $250,000 


In the preceding statement, the business has apparently increased 
its net worth $50,000. The change is accompanied by (he acquisition 
of $50,000 worth of stock. But the analyst should seek more informa- 
tion from the balance sheet of the subsidiary. 

If the figures of the latter are examined and its debts are sub- 
tracted from the stated value of the tangible assets ($56,500 — 
$42,500), the net. tangible assets available for the stockholders are 


SUBSIDIARY COMPANY 


Dbcemrbr 31, 1951 

Asse t s Liabxli ties 


Cash • ... 

$ 500 

Accounts Payable 

$42,500 

Account^ Receivable 

24,000 

Capital Stock 

$50,000 

Merchandise . . 

20,000 

Less Deficit 

12.000 38.000 

Plant 

Patents and Good Will 

12.000 
24 000 

$80,500 


$80,500 


but $14,000. In view of the lad of working capital, a possible failure 
may reduce this still further. It is not improbable that some of the 
accounts receivable of the parent business are accounts payable of 
the subsidiary. If, as is not infrequently the case, the owners of the 
stock attempt to protect their investment by further advances, they 
may see not only the original $50,000 but an additional sum lost on 
the subsidiary. The change in the condition of the parent company, 
at least in so far as can bg learned from the balance sheet, is certainly 
not improved ,• and, although the margin of safety to creditors is 
bettered nominally, it is actually much weaker in the later year. 

Funds. Sinking funds and other sums set aside for special purposes 
are not usually items of major importance. They represent sums set 
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aside to meet some liability on the opposite side. For example, a 
sinking fund for the purpose of retiring outstanding bonded indebted- 
ness will ordinarily be spent almost as rapidly as accumulated for the 
redemption of the bonds in question. If these funds are at all con- 
siderable, an attempt should be made to learn in \tfhat form they are 
invested. They should be income safe form and of such a nature 
that they will be available when the time comes for them to be used. 

Treasury securities. Treasury securities are stocks and bonds of 
the corporation itself, once issued but now held in the treasury and 
not yet canceled. Either bonds or stocks that are merely authorized 
and unissued are not regarded as treasury securities even though they 
may be readily available for raising cash. Once repurchased, treasury 
bonds are not likely to be resold. More often they are he?d to meet 
future sinking fund requirements. In emergencies, both treasury and 
unissued bonds have been used as collateral for obtaining loans. The 
probable market value of such securities may be studied where the 
financial condition indicates a possible need for financing. 

Treasury stock is sometimes shown as an asset but mor^ usually 
as a deduction in the net worth section. The corporation may wish 
to preserve the record of cost of treasury shares repurchased, in which 
case the total is subtracted from the net worth rather than subtract- 
ing various parts of the cost from the capital stork, paid-in surplus, 
and earned surplus accounts. 16 Three reasons may exist for this treat- 
ment rather than the cancellation of the stock and its elimination: 

1. Repiurchaw limited by surplus. Because repurchase of the stock 
of the corporation might injure the position of creditors, the law of 
the state of incorporation may forbid purchase? in excess of earned 
surplus. 17 Sometimes a debt agreement will restrict treasury stock 
purchases to an amount not greater than earnings retained subse- 

16 Were the stock repurchased eliminated, the capital stock account and 
paid-in surplus accounts would be reduced by the amounts originally paid for 
the reacquired shares. Any excess paid over subsequent repurchase cost would 
be shown as capital surplus or more clearly as “Excess of issuance price over 
cost of reacquired shares.” 

17 As an example, the Business Corporation Act bf Illinois forbids a corpora- 
tion to purchase its own shares when it will reduce its net assets to less than 
the sum of its stated capital, paid-in surplus, any surplus arising from unrealised 
appreciation or revaluation of its assets, and any surplus arising from surrender 
to the corporation of any of its shares. 
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quent to the borrowing. If the cost of the treasury stock is shown, it 
is simpler to note whether or not this rule has been observed. Similar 
information could be given by a suitable balance sheet footnote. If 
stock with par value were selling at a sufficient discount, its repur- 
chase by the corporation would create additional surplus to permit 
further purchase. (The accountant clashes such surplus as unearned.) 
In fact, if stock could be bought for one half of par, treasury stock 
purchases would create surplus equal to whatever amount was ex- 
pended on the stock purchases. Sound practice would dictate that 
treasury stock purchases should be limited to an amount equal to 
surplus resulting from ordinary earnings, as long as there is any 
substantial debt in existence. Even then retained earnings mignt be 
unavailable to whatever extent they were ‘needed to permit debt 
retirement. 

2. Temporary holdings. When minor amounts of stock are pur- 
chased for some temporary purpose, such as to provide for an em- 
ployees* stock purchase plan, it is more convenient to show the item 
^Treasury Stock at cost than to have recurring adjustments in the 
common stock and surplus accounts. 

3. To avoid unusual surplus decreases where stock is of nominal 
value. When stock has a nominal value, as is often the case with no 
par stock, any purchase produces a decrease in surplus for the 
amount paid over and above the nominal stated value. Deductions 
from the stock and surplus accounts, especially the latter, may dis- 
concert the unwary reader — a result which is avoided by carrying 
the cost on the asset side as treasury stock. Thus, a Share^purchased 
for $25 could appear as treasury stock at that figure; but if deducted 
from the stock account when stock had a stated oi par value of one 
dollar, it would reduce the account only by that amount and the 
surplus by $24. Consequently, a continued policy of preferred or 
common purchases might, by reducing surplus, make a bad impres- 
sion upon those who attach too much weight to that figure, as com- 
pared with earnings per share .* with book value — both of which 
might be increased by the process. By showing the purchase as treas- 
ury stock, this continuing drain on surplus would not appear unex- 
plained. When the process was complete, a major operation would 
remove the treasury stock and reduce net worth with a suitable 
explanation attached. In the meantime, the analyst for his own pur- 
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poses can always make the deduction of treasury stock from net 
worth in preparing the balance sheet for ratio or other study. 18 

Intangible assets. The intangible assets, as previously stated, con- 
sist of such items as patents, copyrights, trademarks, franchises, and 
good will. Although the analyst must form his own opinion as to the 
value of these items, he will be interested in learning their origin. 
They may represent cash outlays, as when a corporation or an indi- 
vidual purchases an ownership equity in another business for more 
than the amount of the net* tangible assets. They can be more or less 
arbitrary values introduced at the time of a promotion. Frequently, 
major corporations reduce their balance sheet valuation of the in- 
tangibles to a nominal Sum as low as $1. The retention eft’ the item 
in this manner reminds the reader of what may be very valuable 
intangibles, and, at the same time, gives him an impression of con- 
servatism. 

Patents and copyrights represent monopoly rights granted by the 
government. Letters patent give an inventor the exclusive sight to' 
manufacture and sell his device for a period of seventeen years, which 
time may be extended only by an act of Congress. These patents can 
be said to have value to a going business only if they enable it to 
earn a more than ordinary rate of return upon investment* When 
value does exist, it may be kept alive beyond the seventeen-year 
period by the discovery of important improvements which can be 
patented. Sometimes, especially in the case of consumers 1 goods, a 
valuable Uade ftame or good will may be developed to give a quasi- 
monopoly position and correspondingly high profits that will continue 
after the expiration of the protected period. The patents may, how- 
ever, become valueless before that interval has elapsed, through 
being superseded by improved devices. Patents are written off over 
the period of their legal life, or more quickly when they appear to be 
without value. 

18 The disco very that Allied Chemical & Dye Corporation was including a 
substantial amount of treasury stock as Marketable Securities under current 
assets led the New York Stock Exchange to threaten to bar its stock from that 
market until fuller information was given out, On December 31, 1933, the com- 
pany showed 187,189 shares of common stock as an asset at $26,837,300 or about 
$138 per share. The terms of the agreement under which the Exchange agreed 
to retain the company's issues on the stock list is instructive in what corporate 
reports should show. {Moody's Industrial Supplement, July 12, 1933 ) 
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A copyright is the exclusive right, protected by the Federal stat- 
utes, of an author or his assignee to publish and print his literary or 
artistic work. This right is granted for a term of twenty-eight years, 
and it may be renewed for another twenty-eight years if application 
be made within oae year of the expiration of the original copyright 
(Act of March 4, 1909. Chap. 320, §23)* The actual life — that is, the 
period during which the right has value to its owner — is usually 
shorter than the legal life of the right. Ordinarily, the first, edition is 
made to bear the. cost of the copyright and $ee the asset extinguished 
from the balance sheet. * 

Trademarks have value as they become associated in the public 
mind with merit so as to enable the owner to make sales with less 
than ordinary selling costs or at more than » normal rate of profit. 1 * 

Value of good will* Good will fs the intangible a^set most fre- 
quently found in the balance sheet. To illustrate its use. assume a 
property with a net investment in tangible property of $500,000 and 
average earnings of $100,000. If the normal return in this line of 
•business is 10 per cent, clearly the market value of the business is 
$1,000,000. In the event of sale or merger, the owners would expect 
to receive this amount in either cash or securities. The balance sheet 
of the purchaser might appear then: 

* Assets Liabilities 

Tangible Property (in de- Capita! Stock SI, 000 ,000 

tail) $ 500,000 • 

Patents, Trademarks and 

Goodwill . _ 500.000 . ; 

SI. 000,000 # $1,000,000 

Good will, then, where it exists, might be defined as the capitalized 
value of earning power in excess of the normal return on the net 
investment in tangible property. Good will is not spoken of, as a rule, 
except in connection w r ith competitive businesses. Furthermore, it is 
incorrect to speak of the asset “good will’ 1 as existing in a business 
that docs not earn more than a* ordinary rate of return. 

The arithmetic of good will valuation may follow the formula 
suggested by £he preceding figures: 

io Their cash value is illustrated m the lease, in 1931, by International Shoe 
Company of the trade names “Dorothy Dodd” and “Queen Quality” with the 
option to purchase. In I&37 the company exercised the option at a reported price 
of $100,000. 
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1. Capitalize the earnings at a fair rate of return to obtain a 
valuation for the business: 

$100,000 - me = $1,000,000. , 

2. Subtract the value of the tangible assets fropi this valuation of 
the business as a going enterprise to find the value of the good will: 

$1,000,000 - ,$500,000 - $500,000. 

Or, if the method suggested by the definition is followed: 

1. Find the amount which would constitute normal earnings by 
multiplying the tangible investment by a fair rate of interest: 

$500,000 X 10 % = $50,000. 

2. Dctennme “excess’’ earnings by subtracting the “normal” 
earnings from actual earnings: 

$100,000 — $50,000 = $50,000. 

3. Capitalize the excess earnings at the fair rate of return to find 

the value of good will: » 

$50,000 *- 10% =. $500,000. 

Because these two processes are mathematically equivalent, the 
results obtained should be the same.- 1 ' 

Another method of valuation which does not follow the rule o." 
“capitalizing above normal profits to find good will” lias been stated 
^as follows: . .the value of 'good will’ will he the sum of the net 
income earned* by the property for, say, three (or more, as may be 
desired*! consecutive years immediately preceding the appraisal of 
the property.” Under such a rule, a business with a nominal return of 
only 1 or 2 per cent would have a “good will” as well as a property 
earning 20 per cent. 

2(> This statement is based upon the customary assumption that good will has 
a perpetual life and accords with the income tax rule, which does not permit 
amortization for tax purposes W. A. Paton and A. C. Littleton, however, slate: 

“This position is unsound There is ample evidence in available business 

histones to show that extraordinary earning power cannot be expected to persist 
indefinitely.” An Introduction to Accounting Standards (Chicago: American 
Accounting Association, 1940), pp. 92-93. If this less usual assumption is adopted, 
then the second approach should be employed and the above-normal income 
valued as an annuity with a limited life, like an exhaustible mine, whose value 
should be recovered during its life. The valuation method for the latter is dis- 
cussed in Chapter XVI. 
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If two properties, with an appraised value of 11,000,000 each, 
showed average earnings of 5 and 10 per cent, respectively, the 
following results might be obtained: 

A B 

Plant Value t ... $1,000,000 $1,000,000 

Good Will (3 years’ earnings) 150,000 300,000 

Total Valuation . . . . . * $U50,000 $1,300,000 

Such a method of appraising a business could hardly be fair except 
by the merest chance. # 

Intangibles are likely to have little value in liquidation, and, in 
analysis, are often omitted from the list of assets. They can be said 
to have value only when the business is earning a profit in excess of 
the normal # return for the amount actually invested in tangible prop- 
erty. Any excess earnings may be but the reflection of temporary 
factors, eitlief- external, as in the case of a passing business boom, or 
internal, as in the case of a skillful management that brings profits 
to the business beyond the amount it takes from the business in 
(•barges for its services. Where the valuation of the intangibles has 
been based on the prospect of excess return over normal without any 
record of past performance, as usually the case in promotions, it is 
necessarily subject to error, and its reliability will be dependent upon 
the degree to which the problem is susceptible of accurate forecast 
and upon the expertness of the appraisers. 

Going concern value. Formerly, some states allowed public utili- 
ties to add an intangible item of “going concern value” (not shown 
in the balance sheet) to their tangible asset investment ip arriving 
at the valuation upon which th y should be allowed to earn a fair 
return. Where carefully defined, it consisted of: 

1. Operating losses occurring during the initial part of the utility’s 
existence, before it attains the condition of normal operation, plus 

2, Any losses incurred, or any deficiency in net earnings below 
a fair return on actual investment, during the initial period usually 
required for the development of toe property to normal operation. 21 

Good will is not allowed as an element of value for utilities because 
the underlying theory of regulation is to permit only a fair or normal 
rate of return upon tangible investment taken at cost. 

2 * Accountants' Handh *ok % ed. by W. A. Paton (Now York: Ronald Press, 
2d ed., 1932), pp. 8G3-8U5. 
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The foregoing concept of going concern value is not ordinarily 
used in the utility field today. Instead the utility is permitted to 
include among the construction costs of its tangible property, interest 
upon investment during the period of construction. Nevertheless, this 
idea is useful in explaining why a bonus in excess of the value of the 
tangible assets without muqh regard to earnings is sometimes paid 
especially in the purchase and sale of small businesses. In the case of 
a sale of a professional practice, the value of, the business may even 
be related to gross revenues rather than net income. 

This highly specialized,use of the term “going concern value” is 
not to be confused with the more common broad usage to mean the 
total value of an enterprise as a going concern. This latter concept 
of “enterprise value” includes both the ordinary tangible assets and 
the good will without regard to whether it is reflected in the accounts. 
On the other hand, if a business were liquidated, many of its assets 
might have to be sacrificed for less than their cost, so that the sums 
realized would be materially less than shown in the balance sheet. 
For that reason, accountants state that the accounts are kept on a 
“going concern” assumption even though they do not attempt to 
reflect current, or going, asset values because of the common rule of 
carrying assets at their ''cost.” 

It is probable that the narrower, public utility concept of going 
concern value is the basis lor the second method of valuing good will 
mentioned above. The argument might be advanced that, any new 
business would be obliged to operate without profit for a time, and, 
therefore, whci buying an established business, the purchaser should 
be willing to pay a sum equal to a certain number of years 7 profits 
in addition to the value of the tangibles. The method is unsatisfac- 
tory, however, in valuing an ordinary competitive business, because 
such a business is only valuable for what it can produce in the way 
of income, except for such value as the assets might have in liquida- 
tion. 

The assets themselves are kept on a basis that is intended to repre- 
sent their going concern value rather than^their liquidation or scrap 
value. In a competitive economy, the rate of return for ordinary 
businesses would be expected over the long run to be only sufficient 
to induce investment. But accounting conventions, as we have seen, 
are not kept to reflect current market or replacement values. Con- 
sequently, in the case of a sale of a business, these latter values 
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rather than book values would be the base from which normal earn- 
ing power would be measured to find any excess return indicative of 
good will. The same point must be recognized in interpreting pub- 
lished repdrts of eariiings. They will often appear high or low relative 
to book investment ,bec ause the latter figure is low or high in relation 
to the current worth of the assets included. 



CHAPTER VII 


Analysis of Fixed Liabilities and 
Ownership Interest 

Opposite the fixed assets will appear the more permanent sources 
of funds. These are the fixed liabilities and the ownership items, 
which are thought of as furnishing the working capital and the fixed 
assets. Any reserves found in this section should be classified accord- 
ing to their nature, as outlined in Chapter II. “The Construction of 
the Balance Sheet.” 

Fixed liability reserves are ordinarily of minor importance save 
in the case of insurance companies . 1 Of growing importance foi*some 
concerns has been the Reserve for Pensions. This liability has to bo 
studied because, when first installed, a pension system often creates 
a large liability for past services of employees that is not .shown in 
the balance sheet. The usual expectation is that this deficiency will 
be liquidated as the corporation contributes in subsequent years to 
ff pension fund. Footnotes will often disclose the amount of this defi- 
ciency in the liability as stated, which may be studied as a burden 
upon netVorth and future earnings. Prospectuses may report These* 
amounts when they do not appear in ordinary balance sheet foot- 
notes. In some cases they represent substantial amounts relative to 
net worth. On the other hand, when this liability can lx* funded by 
setting aside sums deductible from taxable income dunng year* in 
which the corporation is subject to excess profits taxes, the burden 
upon earnings may be moderate. 

Surplus reserves are usually to be* associated with conservative 
financial management. A board of directors that uses this means 
to protect the surplus from dividend declarations is Iwuilding up the 
owners’ investment and increasing the margin of protection to 

1 The reserves of insurance companies are discussed m Chaptei XVIII. whi<*h 
is devoted to that type of company 
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creditors. It must be remembered that in some cases surplus re- 
serves, such as, for example, the sinking fund reserve, are compul- 
sory because of the provisions of a bond indenture. Such a reserve, 
unlike the optional reserve (for example, the reserve for contin- 
gencies), affords ncv clue to the temper of the financial manage- 
ment. 

Capitalization. Capitalization is given different meanings by dif- 
ferent writers . 2 The most general meaning given to it is the par 
.value of outstanding securities; that is, stocks and bonds. In this 
sense, a corporation will normally own property in excels of its 
capitalization. The analyst seeks to determine wind her the capitaliza- 
tion is in fair proportion to the properties owned. 

Inasmuch#as the common purpose of examining the capitalization 
is to note the proportion of stocks tc bonds, it D apparent that the 
total capital structure including surplus is more significant. A u\ 
comparison of the amount of stock alone to the funded debt without 
regard to surplus is to ignore what frequently a very important 
piyt of the net worth, which gives protection to the creditors of the 
business. The consideration of surplus has become especially impor- 
tant as a result of showing capital stock at a nominal "dated or par 
value. 

As indicated in the preceding chapter, study is facilitated by the 
elimination of intangibles before capital structure comparisons are 
made. They are subtracted from the net worth. The capital structure^ 
is then stated as it would appear m a balance sheet free from in- 
tangible assets. • 

Because the security owner is interested in the enterprise as a 
going concern rather than as a liquidated business, his attention 
will frequently center on earnings rather than on property valua- 
tions, although this is less true m the case of bondholders amt credi- 
tors in general than of stockholders Common stock sometimes has 
litt.le or no tangible property behind it and is of value only in pro- 
portion to the present and prospective income it yields 

The capital structure of the National Dairy Products {Corpora- 
tion, the balance sheet of .which was shown at the beginning of the 
preceding chapter, would appear a-* follows: 

L ' For a discussion, see H i J. Gutlunann and H K Oougnll. Coipotatc Finan- 
cial Policy (New York: Prentice-Hall, Inc., 2d id, 1948), pp. 74-75 
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Amount 

Per Cent 

Debenture Bonds 

.. $105,700,000 

33% 

Minority Stockholders 7 Interest 

300,000 


Common Stock 

54,400,000 

17 

Earned Surplus 

159,500,000 

SO 

Total 

.. $319,909,000 

100% 


Such a presentation wherf used for intercompany comparison may 
not be wholly satisfactory if some of the companies have bank loans 
among their current liabilities. This is particularly true when the 
bank loans are semi-permanent rather than a seasonal item. When 
bank debt is present for some time, the corporation is likely to fund 
it into a long-term bond issue. In cases of this sort, which are the 
exception among large industrials, the analyst may prefer to restate 
the capital structure proportions to include such semi-permanent 
bank debt, even though it appears as a current liability. Otherwise, 
he may have a paradoxical financial picture of a capital structure 
that shows the company with a weaker position made to appear the 
stronger because of the ignored bank debt. 

Thus, a corporation in the tobacco industry showed a decidedly 
lower proportion of long-term debt to net worth than its competitors 
on the basis of a conventional capital structure analysis. With bank 
loans included in the picture, however, its proportions w r ere seen 
to run close to those of its competitors. 


Conventional Including 

Capital Structure Current Bank Loam 

Corporation Competitors Corporation Competitors 


Bank Laans — Current 
Long-Term Loans .... 

21% 

34% | 

49% 

46% 

Preferred Stock 

20 

11 

13 

9 

Common Stock and Sur- 
plus 

59 

55 

38 

45 


100% 

100% 

100% 

100% 


In this industry, heavy current debt was made possible by an en- 
viable record of earnings stability and a high proportion of assets 
carried in tobacco in the process of curing. Nevertheless, the com- 
pany would be better protected with its <jebt in the form of long- 
term bonds rather than short-term bank loans if barik credit should 
become tight or bankers become concerned over a decline in tobacco 
prices. 
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Overcapitalization and intangible assets. The presence of in- 
tangibles in the balance sheet is regarded by some as a suspicious 
feature and an indication of overcapitalization. Inasmuch as the 
reader can deduct the item from the assets and reduce the net worth 
accordingly before fnaking his analysis, there need to be no bias 
against the item if it is plainly stated. This adverse feeling is appar- 
ent in the popular identification of good will and patents with 
“watered stock.” A considerable number of industrials, formed be- 
fore 1920 and the advent of stock without par value, were par- 
ticularly generous in their use of good wKl. The F. W Woolworth 
Company issued $50,000,000 of common stock against $50,000,000 
of good will at the time of its incorporation in 1911. The total tan- 
gible assets *were acquired by an issue of $15,000,000 of preferred 
stock. This good will was gradually' eliminated in the years 1922- 
1925. In popufar parlance, “the water was squeezed out,” and tan- 
gible values arising out of earnings replaced intangibles. 

This discussion leads to the question as to when the analyst shall 
label a corporation as overcapitalized. Some regard a corporation as 
overcapitalized when any part of its capitalization is in excess of 
the tangible property. Such a position is unwarranted. The presence 
of good will may be justified by earning power of the property at 
the time of acquisition. 

The Coca-Cola Company is the exception in present day practice 
in reporting the full cost of a substantial good will in its balance 
sheet, as shown on the next page, under the caption of Formulae, 
Trade-mark and Good Will. The earning power and market price of 
its stock indicate that this book value is far from excessive. Formerly, 
when good will was much more common in the industrial corporation 
balance sheet, critics were inclined to disparage its presence and 
often charged that such assets were mere “water,” and argued that 
corporations with such an asset were “overcapitalized.” (“Watered” 
stock is stock issued for a par amount in excess of values paid in.) 
Sometimes a study of earning power would indicate the value 
assigned good will was excessive, but the criticism should only be 
made after a demonstration of such a lack of value. Good will may 
be very valuable, as it was in the case of the Woolworth Company. 

A second viewpoint is to regard a business as overcapitalized when 
it is unable to earn a return on its capitalization. From this view- 
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Note: Footnote to original balance sheet states amounts of foreign assets included under current, fixed, and other assets, and also in earned 
surplus. 
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point, a company which has invested a dollar of cash in tangible 
assets for every dollar of capitalization could be overcapitalized. 
Inasmuch as the wofd overcapitalization carries a suggestion of will- 
ful wrongdoing, it would be clearer to use some more definite ex- 
pression that indicated that the earning power was depressed, or 
that the promoters had issued so muck in the way of fixed income 
obligations as to render the capital structure top-heavy. 

Surplus* The nature of surplus has been discussed in the chapters 
on statement construction. The study of surplus requires two steps: 
(1) the gathering together of the various accounts that represent 
surplus, such as the surplus reserves, so as to ascertain the total 
surplus; and (2) the analyzing insofar as possible to ascertain what 
portion of ‘Hie surplus is earned and what portion unearned. 

The figures of the 'Northwestern Steel Company shown on the 
following page illustrate what the well-constructed balance sheet 
might show as capital structure. Both the older terminology and the 
newer, which avoids the terms ■Surplus’* and "reserves” are given. 
• By showing the amount of bonds held in the treasury as distinct 
from those retired through sinking fund, the balance sheet enables 
the reader to determine to what extent purchases for the latter are 
already on hand and in I he treasury. Reference to the statement of 
sinking fund requirements would tell how far into the future the 
working capital is relieved of this potential drain for sinking fund 
by such forehanded purchases. Other long-term, interest-bearing 
debt, such as mortgages and term loans, are included in the capital 
structure well as the funded, or long-term negotiable, ijebt. 

The statement of the amoum of authorized but unissued stock 
shows the extent to which such stock might be available for various 
purposes without an amendment of the corporate charter. The figures 
for treasury stock, although showing the amounts reacquired, do not 
reveal how much was expended in obtaining it Any options to pur- 
chase additional stock or rights to corner! bonds or preferred stock 
into common are significant her* • e they may so increase the num- 
ber of shares as to reduce the assets or earnings per share. 

When surplus is statedjis not available for dividends, cash divi- 
dends are meant. Capital surplus may be and sometimes is made 
the basis of stock dRidemls. Capital surplus arises most commonly 
from capital paid in by stockholders in excess of the par or stated 
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value of tiie stock and initial surplus at the formation of a new 
corporation, as through merger. Allied to capital surplus in its un- 
earned nature and unavailability for dividends is any amount arieing 
from an increase in the value of assets as a result of appraisal.* 

I 

CAPITAL STRUCTURE FROM THE BALANCE SHEET 
OF THE NORTHWESTERN STEEL COMPANY 


December 31, 1950 

Funded Debt: , 

Series A — 4% Debentures Due July 1, 1965 : 

Issued $20,000,000 

Less: Retired thfough Sinking Fund 3 f 700,000 

Acquired and Held in Treasury 3,200,000 

Total Outstanding . .' 1 $13,100,000 


Stockholders’ Equity (or Net Worth): 

7% Cumulative Preferred Stock: 

Authorized $10,000,000 

Less: Unissued 2,000,000 

In Treasury 1,400,000 

Total Outstanding $ 6,600,000 

Common Stock without Par Value * — 2,500,000 Shares 
Authorized — Stated Value of $5.00 per Share: 

Issued $ 6,000,000 * 

Lem: In Treasury 200,000 

Total Outstanding — 1,160,000 Shares 5,800,000 

Capital Contributed in Exoess of Stated Value of 

Stock (Pak^-in Surplus) 18,000,000 

Retained* Earnings : 

Appropriated for: 

Sinking Fund (Reserve for) $ 3,700,000 

Retirement of Preferred Stock (Reserve for) . . 900,000 

Contingencies (Reserve for) 3,000,000 7,600,000 

Unappropriated (Earned Surplus) 6,500,000 

Unrealized Appreciation on Land and Buildings — 

per appraisal (1930) 2,300,000 

Total Stockholders 1 Equity (Net Worth) $46,800,000 

Total Capital Structure , $59,900,000 


* Options to purchase 200,000 shares of common stock at $35 per share are outstanding. 


4 In some states cash dividends upon preferred stock may be paid from 
capital, or paid-in, surplus. 



FIXED LIABILITIES AND OWNERSHIP INTEREST 15? 

The surplus reserves represent surplus under another title* 4 Some- 
times such reserves are termed Appropriated Surplus. A reserve, 
such as the sinking fund reserve or the reserve for the retirement 
of preferred stock, is returnable to general surplus after the purpose 
for which it is created has passed. Because of the drain on working 
capital caused by the actual retirement of the securities, it will 
usually be unwise to pay cash dividends on the basis of such surplus, 
although stock dividends would be appropriate. 

An advantage of the stock dividend is t*he reduction of surplus 
and, consequently, of the pressure from Stockholders for large cash 
dividends. In general, stock dividends may be declared whenever it 
is desirable to give the stockholders evidence of the increase in their 
interest without reducing the working capitahby a cash distribution. 
Two possible disadvantages are (if the reduction of surplus to a 
point that might cause it to be easily wiped out by a few bad years 
(an impairment of capital would result more easily) ; and (2) the 
strain on working capital that might follow should the directors feel 
under any necessity of maintaining the former cash dividend rate on 
the increased number of shares without regard to the working capital 
position. 

Capital structure proportions. The discussion up to this point 
in the chapter has been concerned with the character of the various 
items in the fixed capital section of the balance sheet. It now turns 
to the relationships which are likely to be meaningful and to aid in* 
terpretation. The capital structure proportions probably receive the 
most attention. Because in many balance sheets the oonds.or other 
fixed debt and the net worth constitute the bulk of the liability side 
of the balance sheet, their relation tells almost the whole story of 
the balance between debt and the owners’ interests, or between bor- 
rowed and owned capital. This statement holds true especially for 
the railroads and the public utilities, where the fixed capital section 

4 Surplus may not only be shown a-. irplus “reserves” but may be hidden 
under excessive valuation accounts or o\erstated liabilities. An unusual example 
is found in the reports of the Curtiss-Wright Corporation. It reported during 
the war years 194J-1945 $90 million of net income after provision for taxes, re- 
negotiation, and \ arious contingencies. During 1945-1949 it credited surplus with 
a total of $51.1 million (net after certain deductions) which included not only 
a transfer from (or reduction of) a reserve for war and postwar contingencies 
of $18.6 million but also $17.5 million from reserve for taxes and $16.8 million 
from reserve for service guarantees. 
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is almost the total balance sheet. 5 Probably the majority of the 
great industrial corporations now use current or short-term credit 
so little that the same thing can he said of th^ir capital structures. 

As to what the proper proportions of debt and net worth are, no 
hard and fast rule can be laid down. The general principle to be 
kept in mind is that debt should be kept within such limits that the 
corporation can confidently face the adverse possibilities of a busi- 
ness depression without fear of insolvency. In view of the difficulties 
of the public utilities in 1920 and the railroads in 1931-1933. it 
might be argued that furfded debt i* always potentially hazardous. 
But so Jong as our economic society wishes to take advantage of the 
lower capital cost of fund* obtained by borrowing, some courage 
must be exorcise* 1. Th( f actual survival rate of past dep/essions must 
be kept in mind. 

Inasmuch as no business mortality tables of practical worth are 
possible, because of I ho uncertainties of the business cycle, certain 
empirical rule-of-thumb maxima have been suggested. For public 
utilities, this maximum percentage for funded debt in th^ capital 
structure may be set at 60 per cent; and for railroads, because of 
the lower earning power of their properly investment, at 50 per cent. 
Because bond.- should be salable at a rate lower than the rate earned 
on the total investment, this limit should result in the corporation’s 
earning it'- interest at the conventional minimum of two times over 
binder ordinary conditions Thus, if an electric light and power corn- 
pan}’ lias earned 6 per cent on each $100 ot investment, it could 
afford la pay an interest rate a- high as 5 per cent on each $60 of 
borrowed funds and still show interest expense of only $3 00, or one 
half of earnings With the very low interest rates ot the 1940's, a 
higher than two times coverage came to he expected as minimum for 
investment quality utility bonds. 

Although individual manufacturing and merchandising concerns 
have shown as much or even more stability than the public service 
corporations, the general opinion ha* been that bonds should occupy 
a smaller place in their capital structure. A maximum limit of one 
third would probably obtain for industrials, subject to a possible 
further limitation in the light of the earnings record, the character 
of the business, and the extent to which short-term credit is used. 

Preferred stock may be issued with the idea of creating a security 

* See below, Chapters XII-XIV. 
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of investment quality equal to a bond, insofar as that is possible 
for a contingent charge obligation To obtain such a rating the pre- 
ferred stock would have to meet the standards set for bonds Be- 
cause many issues do not attempt an investment standard and often 
represent merely aVonvenient wav of sharing in a highly speculate e 
situation, no standards of maximum preportion arf possible tor them 

Because the capital strnetuie proportions an studied primarily 
for the light they throw on debt burden an equivalent approach 
would be to study the ratio of Debt to Net \\ oith The latter relation 
might be ‘-aid to have the advantage of emphasizing the fundamental 
rel ition and would be moie satisfactory to the extent tint it brought 
debt utlier than the funded debt into the pioportum However tiadi- 
tion is <-tr<fhg and probibh no investment -dudv v ould Ik rigtidcel 
as umipkte witiiout a 4ateiinnt of < ipif d «tiu<turc proportions in 
percentage ffirm 

Liability under long-term leases. The nine ising piaetiet 01 s t fl- 
ing business ml t^tan to > >»n* iiuc^tnant institution md then 
fentmg it buk for i k ng in Mod undu a long-term k vm umeriliy 
witlia repmelus( option 1 is 1 unti the ({motion st< wletlei Mich 
in obhgmon should not b< include 1 a- i pait of the long-teim debt 
in eajntal sfrueture inahsis * In piineipk it nt d pa\i lints extending 
bevond dm v< u \n t he hnanenl tqui\ ilent <* t long-term debt 
Tin cquiv dent lubilitv < ould In dttmmmd In in ui d\ -.s oj the 
s ik arid k neb uk * ontMK t and (In ( output ition < t die pr* suit 1 dw 4 
of the s< i ie oi until piv units 1 he sit l it ion n oi t< ri e t mpln ited 
bv kg d * kit < nts m the k ne and inMiihen nt inioim ftum Uu m iking 
a ( omputaHofi Anv ruk-of-tl mb mult plui to be ipplitd to the 
amount ot ie nt^ to estim ite the eepuvahn* ln>ilUv n te mn of pnn- 
cipal is unsatisf u tor > The latio ot pim< \\ 1 (oi present vahu ) to 
innual lent"* (he leases is the iuntnuki ol the k w 4 teim skunks 

f In tin AnifiK ui Institute ol Auuml nt ) bulletin V 3 U (19 1M 

JDise Jusn? ( of I ong-t< i tn I < i^i m 1 t i 1 i el M Ui n nt s ui J t si t ^ it is bt it< d 
that whcie di li w is cl< i K in m nc< i j m tin i tin h isid pjopii + \ 
should he ini huh d miong the iss< ts oi fin 1( >s« t with suit ib e mounting toi 
the c oi respond mg h ibihti* s* uid fur ihf lflitid chirgfs m the 1 income fc t de- 
ment’ The finufud isjcct-cft the sdc ind lew back m discusstd In Win I 
C trv, Sd< and I* tst buk oi ( mpo ite Pi opt i tv f/o f n</ Busmen R<iun 
Maich 1949 p 151 the mounting aspt its h\ Jnhr II M\eis Plantation 
of bong-teim Lease Lid litits in tin UiJiuu Sheet At lountir </ Riiitu, JuK 
1948 pp 289-295 The Jusion of (apitdi/id ltntals in rulroad cipital ^tnic- 
Curo unal\ is is discussed in ( haptu \1I1 p k>6 btlow 
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with the passage of time and also with any increase in the rate of 
interest assumed to capitalize the rents. 7 

The most common practice is to omit the imputed liability in cal- 
culating the capital structure proportions of mercantile and manu- 
facturing concerns but in commenting on the proportions to note the 
presence of the lease obligation. Attention will be centered on the 
impact of the rents in the income statement, where the number of 
times that earnings cover fixed charges, including rents, will be 
studied and the length of time that the obligation has to run will 
also be noted.® 4 

Tangible assets: total debt. Instead of using the Debt to 
Worth ratio it would be still more logical to construct the testing 
ratio along the lines of'the current ratio, that is by comparing the 
total tangible assets with the total debt burden, including both cur- 
rent and fixed liabilities. The debt to net worth rafio states the 
relation of the debt to the supporting equity of the owners that must 
be wiped out before creditors suffer a loss. But the net worth is sig- 
nificant protection to creditors only in terms of the assets behind if. 
The use of the assets in the ratio instead of net worth is more likely 
to focus attention upon the assets, and so the reader is more likely 
to appreciate the need for eliminating intangibles in making com- 
parisons, and for considering the quality of the other assents. 

Desired capital structure proportions can be readily converted 
into equivalent figures for the ratio of tangible a« c ets to total debt 
if it is assumed that the bonds and net worth are the only really sig- 
nificant items on the liability side of the balance <dieet Thus, if the 
bonds are to be limited to a maximum of two thirds of the capital 
structure, the equivalent limit for the ratio of tangible assets to debt 
would be a minimum of one and one half to one (100 66%). This 

figure is apparent from a simple balance sheet m which this maxi- 
mum funded debt proportion is shown under column A. 

7 See p. 451 below 

8 The contrast m problems may be seen by comparing the intermediate terra 
store leases, common to chain stores, of Western Auto Supply Company and 
the long-term sale and leaseback of Western Union Telegraph Company. The 
former reported (1951) minimum annual rentals oS $2,111,300, ofc which $1,009,200 
was oh leases expiring through 1951-1954, $959,400 through 1955-1959, and $142,700 
through 1960-1980. The latter reported (1951) the sale in recent years of its 
office and other buildings with a leaseback for 25 years or more. Present annual 
rentals on these total $1,204,000, but cuirent rents from subtenants are about 
$490,000, which latter might, however, be for short terms. 
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A B 

Tangible Assets 100 Bonds 6634 3354 

Net Worth . . 33^4 

If the bonds were to be limited to one third, then the ratio of assets 
to debt should nottfall below three to one (100 33%). The intro- 

duction of other forms of debt, generally current debt, upsets this 
simple direct relation between capital structure proportion and the 
ratio of tangible assets to debt. The possible presence of current debt 
is in this way at least partly responsible for the apparently stricter 
standard for the capital structure proportion for industrial cor- 
porations. If it is assumed that (a) one half of the tangible assets of 
a hypothetical industrial are in current assets, a not unusual average, 
(b) the cuyent debt is up to the high level of one half of the current 
assets, and (c) the bonds are one third of + he capital stmeture (bonds 
plus the net jvorth), the following balance sheet results: 


Current Assets 

50 

Current Debt 

25 

Fixed Assets 

50 

Bonds 

25 



Net Worth 

50 

• 

Too 


100 


The result is that the ratio of total tangible assets is but twice 
the total debt. The illustration suggests that the minimum figure 
for this last ratio should be two in the ease of mercantile and manu- 
facturing concerns. 

Funded debt protection. Two other ratios are often used to 
measure the asset projection of the bondholders: (a) the ratio of 
working capital to funded debt, and (b) the ratio of» the assets that 
secure a given issue to the seen ed bond i^sue being studied. Public 
service, mining, and real estate corporations have relatively small 
current assets, and so the use of the former ratio is confined to manu- 
facturing and mercantile enterprises For these latter businesses it 
is customary to state that working capital should equal or exceed the 
bonded debt if the bonds are to enjoy investment quality Because 
bonds are often secured by a li* n upon the fixed assets and their in- 
terest supported by earnings, the logic of the ratio might stem doubt- 
ful. Actually, the bondholders are recognizing two important factors; 
namely, (1) the greater ease of valuing the current assets as com- 
pared with the fixed assets, and (2) the virtue of a strong working 
capital in supporting mterest charges during a period when earnings 
are temporarily inadeciuate 
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The ratio of the mortgaged assets to the secured bonds may be a 
difficult matter to figure if a multiplicity of liens exists, as is often 
true in railroad finance. In such situations, the ratio might be 
omitted Generally, however, in the public utility (under the mod- 
ern, open-end, unified financing) and in the industrial field, the 
ratio is that of the fixed operating assets (with sometimes the non- 
operating investments added) to the total mortgage debt The mini- 
mum usually expected is one and one half fo** utilities and two for 
industrials. Fixed assets represent immobile capital difficult to eval- 
uate, and so this ratio is of .secondary importance as compared with 
those ratios that measure earnings piotecfion 

Testing plant value. A« in the ease of I he cm rent ratio, the mean 
mg of any solvency test that relates a^et- to debt defends upon 
the accuracy with which the ass# t 1 -* valued Just as the receivables 
and inventories were checked by comparison with sulos volume, so 
the plant and equipment may be compared with sales to got "plant 
tm timer ” “Plant *' infant to include the “total fixed tangible ts 
used in operation ' and t<« exclude out-nh fixed invMnunts and m- 
tangibles Tlie u suiting ratio gn«s the dollar -• ot -ales in th^ gnen 
year pei dollar of plant investment The tvvo advantages of high 
plant turnovei aie 

1 The larger the volume ot lnwn« with ripped to mtfe^tment, 
t lie lesw is the pel cent d net profit on -ah - required to earn a given 
rate of return on investment 

2 The company with a low ratio e- presumably obliged to spread 
the fixed expense- n -tilting fiom the use of the fixed assets such as 
depreciation and mtcie-t, and gerieialh insurance and taxes, over a 
relatively smaller volume of business, and consequently is likely to 
be at a disadvantage trnm a competitive standpoint. 

Tlie ratio is consequently v aid to reflect the efficiency with which 
the fixed investment lus ken admmisteied Three leading considera- 
tions make it doubtful wkthei plant tuuiowr can be U'-ed, other 
than tentatively foi such a jnnpoM *' 

1 Price levtl changes Saks b*nd to vjjry with changes in the 
levd of puces, but plarfi usually remains on the booKVs at cost until 
its parts me worn out or discarded and new units entered at the 

f N< stmm- tiled m fuotnoO 10 pitic 104, for <] da showing the extreme 
\anjhihty of the leiutum betwten sales and fixod assets 
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going level of prices Furthermore, construction costs change over a 
period of time, and two plants of the same •dze and efficiency but 
built in different years and at different price levels will show different 
values without necessarily reflecting the relative efficiency of the 
two managements. 1$ this important respect the fixed assets are dif- 
ferent from the current assets. Receivables and inventories are being 
frequently converted into cash and replaced in the accounts* at the 
going level of prices (note the exception for inventories under LIFO). 
Individual buildings and units of equipment are replaced only at 
relatively long intervals. 

2 Operating junctions assumed Sometime* two concern- are en- 
gaged in apparently the same business but upon closer *onitiny it hs 
found that one perform 6 * more functions than the othei — a fact that 
justifies additional *nve*tment Tlius. vmm large retail m< u h mdising 
concerns have fngaged m the whole*abng function, winch involves 
warehouse^ and delivery equipment, and in manufacturing, which 
call*’ for a factory and it* equipment if, Roebuck and Cumpam, 
for example, unlike most morchandiMnc concent ha* ongugnl in 
*ome manufactming activities California Packing Corporation, a 
oanner, has land and ranches foi laivng *ome of it* triiit and vege- 
table pack Where separately stated such ixtia property investment 
could he* omitted m comparing plant turnover with other dinners. 

If the additional functions are wisely assumed and efficiently con- 
ducted, the larger fixed investment that lowers “turnover* will be 
balanced by a larger net profit margin pro\idmg a reMin upon the 
extra funds 10 K\en among small merchant*, differences will arise 
because some invest only m fix' \ r es whereas othei & also invest in 
the real estate for their place of business Sometime* a merchant 
buys a building m excess of Ins needs and rents a portion, with the 
result that the fixed n*set include* what amounts to a nonoperating 
investment Plant turnover m such a situation will appear low The 
clue to such a situation w< uld appear in » utal income in the earn- 
ings statement, if the figures in bis statement aie complete and 
suffievntly detailed 

3. Depreciation resems If the mt fixed as*cts alter the deduc- 
tion of depreciation arc user! in this ratio, two concerns with equal 
plant costs but ot different ages might show, as a re*nlt, different 
plant turnovers. For (his reason, it has been argued strongly that 

i0 Fot further discussion, m<» material on opci tiling ratio, pace 20t> 
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plant turnover should always be figured on the basis of gross rather 
than net plant value. This course is logical. Nevertheless, some argue 
for the use of net plant on the grounds that whatever part of the 
asset has been depreciated relieves the business of the burden of so 
much property investment. Occasionally, only the net plant figure is 
reported in the balance shget. 

So general is the bias in favor of conservatism, that a warning 
as to dangers of understating asset values may not be amiss. 11 The 
ultraconservative company may lay itself open to public hostility 
by appearing to earn an excessive return because of an understated 
investment; it may make itself liable to tax levies on excess profits, 
and stockholders may be misled as to the value of their holdings. 
On the other hand, th£ fact that plant and machinery that is largely 
written off are still in use does not mean that they are worth more 
than book value. Obsolescence or changes in the location of the in- 
dustry may have reduced economic value to the book figure even 
though the assets are physically sound. 

Adequacy of the depreciation reserve. The adequacy of the 
depreciation reserve is studied more accurately by examining the 
annual allowances in the earnings statement than by studying the 
balance sheet. The size of the reserve and the rapidity of its growth 
are often suggestive, however, especially in the light of .the per- 
formance of similar concerns. The factors that are most likely to 
• cause differences in the size and growth of the depreciation reserve 
are: 

• 

1. Age of property. A new plant at the moment of its completion 
would show no reserve. As the plant ages, the reserve accumulates, 
but in time some parts are replaced and the old parts are charged 
against reserve to the extent that an adequate amount has been 
accumulated. In this way, additions to the reserve would tend to 
be balanced by decreases caused by discarded units. The reserve 
would tend to stabilize as a result of this process if the property 

11 An example of ultraconservatisni is tound m the complete write-off of fixed 
assets by Commercial Solvents Company In 19J0 this concern wrote down to 
$1 the remaining book value of its plants at T£rre Haute, Xftdiana, and Peoria, 
Illinois, formerly carried at about $1,800,000 and the replacement value of which 
was unofficially estimated at $10,000,000, or enough to double the book value of 
its stock in that year. See figures above on page 134 showing how the bulk of 
the assets acquired subsequently are earned on a conventional basis. 
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were huge enough and diversified enough so that individual replace- 
ments did not cause too great fluctuations. Actually, such a balanced 
condition appears in practice but rarely. 

2. Kinds of assess. Some parts of the fixed assets, such as land, 
are not subject to depreciation ; other parts, like buildings, will depre- 
ciate slowly; and machinery will depreciate rapidly. Comparability 
of depreciation policies will depend on the extent to which the con- 
cerns compared show similar proportions of the different kinds of 
fixed assets. 

3. Managerial policy . The management may influence the depre- 
ciation reserve by adopting higher or lower rates— a matter of judg- 
ment and of conservatism. The life of an automobile, a machine, 
or a building is not wholly a matter. of objective measurement, but 
is a subjective estimate related to problems of repair cost and is con- 
nected with other operating expenses. The subject is more properly 
considered in relation with earnings, but its importance is apparent 
at this point also. 

Miscellaneous ratios. Inasmuch as various writers have urged the 
more extensive use of ratios, it seems appropriate to mention a few 
here, with a brief statement of the theory behind their use and the 
reason why they should be discarded. 12 No mention will be made of 
ratios that are merely reciprocals of those given or are essentially 
the same ratio in different form as fl) total liabilities to total tan- 
gible assets, (2) net woi \ to total debt, and (3) net worth to total 
tangible assets. 

1. Fixed Tangible Assets to A t Worth is intended to show (a) 
possible overexpansion of the fixed assets, and (b) the possibility 
that too much owned capital is tied up in fixed assets. This ratio 
cannot be used to detect fixed asset overexpansion because a high 
ratio may not mean relatively large fixed assets at all but only a 
small net worth relative to debts. Excessive fixed asset investment 
will be detected by a study of plant i j mover, by earning power, and 
a comparison of the proportions of current and fixed assets. Whether 

or not a large or small part of net worth is tied up in fixed assets 

• • 

12 Negative material in the form of illustrations of what not to do may seem 
superfluous to some readers. But so strong is the power of suggestion when com- 
ing from the printed page that some warning seems necessary against the waste- 
ful duplication of effort anu aisleading results which would come from adopting 
all of the multitude of ratios suggested by various writers. 
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is chiefly significant as it bears on solvency. Solvency is more directly 
and surely revealed by studying the various liquidity ratios measur- 
ing current position, and the ratio of total assets to total debt. 

2. Fixed Liabilities to Total Assets is intended to show the security 
of the former. But the security of the fixed creditors' claims cannot 
be measured apart from that of other creditors with equal claims. 
Consequently the suitable test is a comparison of total liabilities 
to total assets for an equivalent ratio) except where a priority of 
lien exists, as in the claim of secured debts against pledged assets, or 
there is a priority in lime of payment, as in the case of current 
debts, whose relation to current assets is studied in the current ratio. 

3. Current Debt to Fixed Debt , which shows the proportion of 

the debt that is near term, is intended to measure the proportion of 
hazard to solvency in the debt — tiie greater the proportion of current 
debt, the more hazardous it becomes. The only significant measure 
of debt hazard is found in the relation of the debt to the means of 
payment. The relation of one form of debt to another form can 
throw no significant light upon this point. # 

4. Net Worth Turnover is measured by the ratio of sales to tan- 
gible net worth, and is said to reveal the profitable employment of 
capital and '‘overtrading.” 

The objections to this interpretation are analogous to those given 
in discussing '‘working capital turnover” in Chapter V. It is one of 
those mixed ratios reflecting such opposite things that its movement 
in either direction might be favorable. To the extent that net worth 
is relatively largo (and so gives a relatively low turnover), it may 
be the result either of large and slow-turning assets (receivables, in- 
ventory, and plant ) or of large bank balances or outside investments. 
Slow turnover growing out of slow-turning operating assets would 
be unfavorable; but if it was the effect of large cash balances, it 
would be favorable, or if the result of outside investments, it would 
mean nothing, because such assets bear no relation to sales. The con- 
fusion of meaning does riot end here, for the net worth turnover may 
be equally influenced by the relative debt burden, and, ironically 
enough, the concern that had the most top-heavy debt would by so 
reducing the net worth show the most favorable net worth turnover. 
Then the ratio is said to reveal “overtrading”; that is, doing an ex- 
cessive volume of business on an inadequate not worth. Whether net 
worth is inadequate is best measured by the solvency tests previously 
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discussed ; whether net worth is effectively and profitably employed 
is best measured by the turnover of the various operating assets and 
by the earnings. 

5. Surplus to Capital Stock is intended to show the conservatism 
of the management; the larger the ratio, the more conservative the 
management. Objections to such a test lie in the fact that on the 
one hand surplus can arise from so many directions besides retained 
earnings, and on the other hand it can be retained by the device of 
stock dividends without appearing in the Surplus and so in the 
numerator of this ratio. The age of the company is also likely to be 
a large factor in the ratio. 

Conclusion. This chapter lias presented .the description of the 
items which ordinarily appear m the^fixed capita! section of the bal- 
ance sheet, and the relations that are ordinarily scrutinized in its 
analysis. On the asset side of this section, the chief items may ordi- 
narily be classified a« tangible fixed operating assets, nonoperating 
figged assets, or intangibles On the liability side appear the fixed 
debt, the preferred stock, and the interest of the common stock- 
holders. The relationships or ratios used will vary with the type of 
analysis and the nature of the company. Those most generally useful 
are: 

1. Capital structure proportions (a percentage analysis of the 
fixed debt and net worth combined) 

2. Tangible Assets: Total Debt 

3. Working Capital: Fixed Debt. 

4. Mortgaged Assets Secured Fixed Debt 

5 Plant (fixed tangible operating asset*) Turnover. 

6. Accumulated (or Reserve for) Depreciation: Depreciable As- 
sets. 

The investments will, when the inlorinaC *n is available, be studied 
as sueh — their income, earning j>ow» r and market value being of in- 
terest in proportion to their relathe importance among the assets. 

Two general precautions are worth mentioning. Standards will 
vary with the situation. A Ivade creditor will ordinarily assume more 
risks than a bank lender ; a speculator more than an investor. Fur- 
thermore, the significance of debt is affected by earning power. Other 
factors being alike, a '» siness with high earning power is able to 
assume debt with more safety than one with low earnings. 



CHAPTER VIII 


Interpreting Balance Sheet Changes 


Statement of balance sheet changes. A number of years ago, 
Professor William Morse Cole gave the uneuphonious but highly 
descriptive title of “Where Got and Where Gone” Statement to a 
form showing changes in the balance sheet of a business over a scries 
of years. Such a statement throws the changes into sharper relief 
and saves the reader the effort of much computation. The advantages 
have been stated as follows: 1 

It is obvious that an important result of constructing such a table ... is 
the possibility of seeing from it at a glance the changes in solvency. Certain 
kinds of assets are always good, certain kinds are sometimes bad, and a few 
kinds are usually bad. Certain kinds of liabilities are not suspicious, and 
certain other kinds are often so. A nummary table showing the changes indi- 
cates whether good assets are exchanged for less good, and whether^ trouble- 
some liabilities are exchanged for those that are less exacting. 

• 

The practice of presenting a comparative balance sheet in the 
annual report Is growing. 2 The most common practice is to give the 
balance sheets for the two most recent years. A few corporations offer 
a more extended comparison for a period of ten or more years, gen- 
erally in a simplified and condensed form. Such usage reflects in- 
creasing recognition of the importance of balance sheet trends. The 
calculation and reporting of the amount of year to year changes is 
relatively infrequent and ordinarily has to be done by the interested 
reader. 

For illustrative purposes, the combined condensed balance sheet 

1 W. M. Cole, Accounts, Their Construction 'and Interpretation (Boston: 
Houghton Mifflin Company, 1915), p. 97 et seq. 

2 A discussion of both comparative balance sheets and income statements of 
particular interest is that of Finney and Miller, because it suggests that much 
of the analytical calculation mentioned here should be the work of the account- 
ant. H. A. Finney and H. E. Miller, Principles of Accounting — Intermediate 
(New York: Prentice-Hall, Inc., 4th ed., 1951), Chapter 7. 
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figures for all manufacturing corporations in the United States are 
shown below for the three years 1940, 1945, and 1951. 

COMBINED BALANCE SHEETS OF ALL MANUFACTURING 
CORPORATIONS IN THE UNITED STATES 


(Billions of dollars — as of Dec 31) 






Changes 

Source 

XJse 

Assets 

mo 

1945 

mi 

1940-1945 

1945-1961 

Cash 

57 

113 

IS 4 

+ 56 


21 

Government securities 

1 1 

110 

12 6 

+ 99 


16 

Receivables (net) 

84 

13 6 

18 7 

-h 5 2 


51 

In\ entones 

12 3 

173 

39 2 

.4* 50 


219 

Other curicnt assets 

* 

* 

18 



18 

Total current assets 

276 

531 

857 

• 

4-25 5 


326 

Plant & equipment 

42 7 

53 9 


4-112 



Less depreciation 

19 1 

28 7 


f 96 



N ( t piopc rty 

23 6 

25 1 

49 8 

4- 1 5 


247 

In\ est merits 

82 

101 

92 

4* 19 | 

36 


Other assets 

1 1 

27 

4- 1C j 


• Totil assets 

60 5 

9J_0 

1448 

+30 5 



Liabilities it Wit It oi th 







Accounts payable 

53 

83 

115 

1 30 

32 


Taxes ibl( 

20 

27 

5 4 

+ 7 

27 


FMf r il m omt 1 i\e^ 

| 37 

94 

156 

+ 57 | 

118 


Other current h bihtus 

56 


Totil current h dull tits 

no 

20 5 

3S1 

+ 95 

*176 


T ong-term debt 

54 

6 4 

136 

+ 1.0 ) 

95 


Rl ■Jl l Vf H 

* 

* 

23 

i 


C apit il stock surplus 

44 2 

642 

908 

f 200 

266 


I ni il li ihihtics nr t 







>\orth 

60 5 

91 0 

144 8 

4-30 5 



Totil sources uses 





573 

573 

Woikmg capital 

a6 6 

32 6 

47 6 

4-160 


09 


* Not reputed 

Totals di tot nlwius add pricisih bet an t l frae ions dropped 

Sourcts Ireasirv Department Sfcrfwfir* come and Federal Trnde Commission and 
Sfcuntifg Fxthaigt Commission Quarterly Intuitnal hmancial Reptrt Series 

The first interval 1940-1945 thorns the impact of World War II upon 
mdustnal balance sheets, the second, 1945-1951, the effects of post- 
war expansion and tion In order to throw the changes into relief 
for these two periods, J ney are shown m columns added to the bal- 
ance sheet figures. To illustrate two different practices, the changes 
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for the first period follow the more common usage — being shown in 
a single column with appropriate plus or minus signs; changes for 
the second period are placed in two columns, so as to show “where 
got and where gone/’ or the source and use of funds. The reader will 
note that if these changes were separated from 'the balance sheets, 
it would be difficult to judge ,+heir relative importance Data for long 
intervals, such as are given here, have the advantage of reflecting 
the cumulative changes and bringing out major tendencies, a year 
by year presentation would reveal the consistency of the movements 
or trends and their conformity to business cycle influences 

When an asset i£ disposed of, it either brings some other value into 
the balance sheet or results in the cancellation of some item on the 
liability side (Actually, a decrease in an asset may represent a loss 
in whole or m part rathei than" a source of funds In that ease the 
“liability” decreased is Earned Surplus ami the lattei change appears 
as a “use,” application or disposition ot funds ) Similarly, assets 
or funds may be acquired bv adding to‘a liability For tin** reason, 
decreases m the a^et k ide and increases m the liability side, indi- 
cating the source of furuK or \ dues used bv tin concirn, ardent* red 
m the “Where Got, 1 or soum column The resulting increases in 
asset accounts or reduction of liability indicating where the values 
acquired by the business are >ostowed an entered in the ‘ Wheie 
Gone ” or use column 

* Because both periods were trunked b\ rising pines and expanding 
industrial activity, each (1 the individual balance sheet item-* was 
generally increased Because menaces wu< (lie iuk\ attention cen- 
ters on the relative amount ot tin \anous hkiojhs 

Changes in condition during the war period. During the war 
period, we find the additional funds vent into eurnnl rather than 
fixed a^ets Current assets almost doubled ($27 6 to $53 1 billion » , 
the net plant changed but little ($23.6 to $25 1 billion ) Gross plant 
grew, however, by about a fourth ($42 7 to $53 9 billion) but was 
counterbalanced by an almost equal mciem-e m the allowances (or 
reserve) for depreciation During the war yuus mihan construction 
was held at a minimum and considerable vyur plant was constiueted 
and owned by government agencies, w luch't hen lea^ d*it to the manu- 
facturers of military goods Such erneigency facilities as were built 
by the manufacturers were depreciated or amortized during the war 
period. 
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As for current assets, goods were in short supply and moved rap- 
idly into consumer hands or were shipped as produced to the Govern- 
ment. Inventories were consequently kept at a low point, and re- 
ceivables were paid promptly. Liquidity was high at the end of 1945. 
Of the $25 billion increase in current assets, $15 billion flowed into 
cash and Governments, as compared wi # th $10 billion into recei/ables 
and inventories. Such liquidity was abnormal and temporary. Upon 
the conversion to a civilian economy, ca^h and equivalent were spent 
to carry inventories and receivable" and to replace depreciated assets. 

On the liability side, we see the two general sources of funds were 
current credit and stockholder investment, which supplied substan- 
tially $10 and $20 billion, respectively. A major part of the current 
debt increase was Federal income tax liability, which in this type of 
statement is classified as a '* source” of funds. The Government puts 
in nothing. Rather the amount represents Uncle Sam’s share in the 
earning* of the business, which are the real souiee of the funds even 
though convenience dictates the treatment of thi* liability like that 
given others which are incurred to obtain funds utilized in the busi- 
ness. Where Retained Earnings lor Earned Surplus) may never be 
paid out to the owners, the lax collector requires full and prompt 
payment within a few months after the accounts for Hie year have 
been cas* up and the tax liability calculated Most of the increase 
in the stockholder^ investment represent* earnings retained for the 
use of t lie business rattier than stocks ^old to raise money. 

Postwar changes in financial condition. During the postwar 
period, 1945-1951, the balance sheet figures continued to grow partly 
because of growth in population nd productivity and partly because 
of price inflation. Although the dollar increase m tot? 1 asKih for this 
six-year period is much larger Hum for the preceding five-year 
period, they both represent an mciease of about one half over their 
respective initial year totals. With the end of the war, new plant 
could be built. Net plant investment rose '$21 billion) by an amount 
almost equal to the combined im -i *e in receivables and inventories 
($23 billion). Although cash aim Governments continued to rise 
moderately, their relative importance fell to a more normal relation 
with other assets, comparable to that in 1940. The liquidity of major 
industrial corporations, which dominate these aggregate figures, is 
in marked contrast to 4 he financial condition of most small business 
units. Because of the uangerous repercussions of bankruptcy for such 
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industrial giants upon business and the economy, their liquidity is a 
useful social asset. 

On the liability side, the major source of funds is again the in- 
creased investment of stockholders, chiefly retained earnings. The 
chief difference between the war and the postwal- periods is seen in 
the greater reliance upon loi\g-term debt financing. The rise in debt 
during 1945-1951 caused many adverse comments. Reference to the 
figures here shows, however, that for the manufacturing industries 
as a whole, the situatiofi in 1951 compared favorably with 1940. In 
1940 the $54 billion of longterm debt was 33 per cent of the working 
capital; in 1951 it was only 29 per cent. As for current position, the 
current ratio in 1940 was 2.5 or somewhat higher than the 2.25 in 
1951 ; cash and Governments amounted to 63 per cent of current debt 
in 1940 as against 68 per cent in 1951. 

Other points will be noted by the thoughtful reader, such as that 
1951 plant carried at cost after a long period of substantially rising 
prices would represent a considerable understatement of current 
worth. Such a fact would influence ones interpretation of net wort^h 
and of the ratio of fixed property to long-term debt. The figures must 
be read in the light of background con* lit ions and of accounting con- 
ventions. In this period, the effects of a major war, inflation, and a 
business boom are clearly reflected and would be expected to contrast 
sharply with a period such as the decade of the 1930’s 

Source and application of funds statement. This examination of 
the statement of balance dieet change*- lead*- us to a eonsideiation 
of a special statement called a “source and application of funds” 
statement that is sometimes prepared by the accountant Tins latter 
form is a modification of the former, and intended to portray more 
exactly the inflow and outgo of actual funds. The adjustments made 
to obtain this form of ieport may be grouped as follows: 

1. The elimination of accounting entries that represent no flow 
of funds. An example wouid be the revaluation of some asset such 
as land and buildings or good will. If land and buildings had been 
increased as the result of ari appraisal, or good will written oft, the 
list of balance sheet changes would be adjusted to eliminate the effect 
of these entries upon both the asset and the surplus account. Simi- 
larly, stock dividends represent not a real flow of funds but a transfer 
from the surplus account to the capital stock account and a change 
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in the number of shares into which net worth is divided; their effect 
would be eliminated. 

Allowances for depreciation, depiction, and obsolescence fall in 
this group and represent the most common and important adjust- 
ment. Depreciation expense in the income statement represents a 
loss of book value of a fixed asset anc^not cash outflow as foi other 
operating expenses Consequently, the business has available for its 
use not only the net income retained in the business, as it is reflected 
in any increase in the earned surplus, but 3ko the amount of funds 
earned through sales to cover such nonep^h expenses as depreciation. 
Such funds need not be used at once for replacements They may he 
employed for plant additions, debt reduction, 01 to add to working 
capital P(*rhaps the statement of sourc* ryul appluati n ol fund* 
would be les-N confusing to the noiXiCenuntant 11 in h-mu mu* nun 
as a source oi funds, it wtie Mat< d as “Fund-' i dined U < met depre- 
ciation ’’ The reader may expeimant fo y making Du^ substitution 
of teiins in the following illusti itivc -uroin nt ot the United States 
Rubber Company 

The importance of this * haractc n-tu it<m is an aicnt when we 
remcmhei that the annual depreciation all* wanee foi muuufartunng 
companits is likily to run m tin neighborhood oi d pe r emit of gross 
plant ar>.l equipment and may appmach H) pei cent of the nU prop- 
erty ihv^ f ment rim pcrcen»ag< will 1 m nnieli lower foi utilities 
and railroads, but th* n pioportmn of depreciable to total 

assets will be much liquet 

2 The connection of related items to prt^ni a* more coherer* 
result Thus a piece of real e-* *0 against winch a depreciation re- 
serve had been set up might be ohl at cuhei 1 j>i ot t 01 a io^s The 
three resulting changes in the balance sheet might be brought to- 
gether to show the net result as follows 


Cost of 7t<\il Estate Sold SI 000,000 

Lest- Allowance for Depi-'cialion 300 000 

Not Book V dm <~7U0 OOU 

Plus Profit on Sulc 130 000 

Funds Domed fiom Sale ol Roil EM*ite S850000 


The $1,000,000 1 eduction in the Real Estate account, the $300,000 
decrease in the depreciation reserve, and the surplus change from 
profit are brought < aether. The related income on such a profit 
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could also be brought into this group of related items Similarly, a 
premium or discount on stocks or bonds sold may be combined with 
the face or par amount of securities sold to bring out the actual 
amount of funds realized fiom ismic 
3 The addition of distributed profits to the fibres shown Earn- 
ings distributed as oa«h dividends are added to the lid under the 
“Application of Funds'" heading and an equal sum added to the 
surplus increase figure under the “Source of Funds” heading An ex- 
ample of this 'statement ^ found m the annual xeport ol the United 
States Rubber Company aijd is slightly learranged here irom the 
original It draws attention to two none ash expenses and the dividend 
distribution 

felMM\HV OF Sol R< r \\» t s* or h NOS , 
tor th* \f n *nd«d j <trnbu 31 1951 



(000 s 

oinittt d) 


Finn 4 tadnhU 


Disposition of / und 


Net liuonif 

30 306 

I >i\ id< n(U 

15 775 

Chuges tgoi'st income not 


Additions lo is Q ( t 


r* tinning « ish 


PI lilt l( sS d»spos tls • 

21 47*> 

D( pi tuition 

l ) w 

ln\ onto! \< s 

70 611 

liu rr m n vr\<s t 

3 271 

Misa It uk ous mvestmr rds 

399 

Increase m uirn nr Inbihlns 

05 2U 

Prcpud iwts 

S10 

Dfire*i"t in mouiMfo n dm 

0 55* 

I)tu* is{ m lonp-trtrn df hi 

20 

1ml id ( ish uvl < an ( lnnunls 

00 >S i 

( in l ti >\ ( mine nt it i Ad 




ft \f u 

70 SSI 


f >i sf If uib ir in< f forn^ n hvitjf 1 ltd nt»rMi«»rt dlovwiuts 


The information iife<ssar\ to m ik< til o* thrs t chirig<s is not 
available *to the outsold bur th< lM l "iigg("tn< of points that 
may be kept m mind in i< tding m ordmuy Minnnarv of balance 
sheet change* Tin pinnuv puipo ( of >u< h a summary is to bung 
out majoi (l)inu(s that would not lx tppaent to om Hading the 
comparative baianc* shut dom Tlu laiga thangts ti\takd tlie 
process of snutmj still remain", and any comment "hould "how 
that the analyst recognizes "uch ( h inges as ik largr lv nominal, "Uth 
as a change m good will valuation, or changes in different parts of 
the balance "bed that arc donlv l elated * 

Summary of changes in net current assets. Bctaixn the Source 
and Application of bunds "tahrnent is often difficult for the non- 


51 For a fuller description of thp stitcrmnt of api)licition of lands s< o II A 
Finm>> and H E Milloi Fnnnph of Aaountimj Inn inudiatr , Chiptei 28 



INTERPRETING BALANCE SHEET CHANGES 


175 


accountant to underhand a Summary of Changes m Net Current 
Assets (Working Capital) statement has been proposed 4 Thi* form 
includes only those balance sheet changes outride the working capital 
section that impinge on the working capital (or net current assets) 
Thu*-, “Cut rent CVts and Expenses Which Reduced Net Cunent 
Assets ” shown m the preceding illustration would exclude deprecia- 
tion expense and discount on bonds written off A- in the previously 
discussed M. ‘dement, closely related balance sheet changes are as- 
sembled for the benefit of the readn The lftm “Receipt-- ♦ion> Esu- 
ance of Bonds'' would repiesent the ineya^c m bond habihtx minus 
bond discount set up among the rssifs th* 44 V i Pro* eod- from the 
Sale* iff FivmI Asset-’' would inc lud* the man. tun of th** asset ac- 
count lcs<s ^ie dc ciea^e m tl e ic sene foi d* prt nation plus t or minu*) 
the profit (or hv-s) on the sdc 
* 

Simmak! of CiMNtrs in Net ( ikm-nt A st rs ioh thi Yiak Lnded 
Diumbjh 31 19 

( 0)o isamk r f dollar") 

I s et ("umnt Assets J»nnuv 1 19 420 

Addition" 


Net S d* " and Oth*r Inconit 

9S°> 



K< cupt" Irora Issuance of Bonds 

297 



I\ft proufds fiotn Sih of Tivd Aw 4 " 

46 

1326 


D* duclioii" 




rum nt Co-t" md h sp rw s Whuh Rt S ut 

I N» t Cum nt 



Asset" 

921 



Additions to Buildings 

% 400 



N< u Machirn r\ Punh im d 




lhxidtnds I)f(lirrd 

40 



Co*d of fit isui\ stock— 60 sliait- 

4 

1 340 


\* t T)t u< is* 



14 

N(tC , un*nt As ft" Du* mini 31 19 



406 

Scum bche\t the title ii > -olf ‘t liangc 

m \ti Cm lent , 

Assets 

(or 


Working Capital)*' k preferable to one wmrh employ* the term 
“funds/ stub as “Source and Api mation of FurnK ’ Probabh most 
persons think of funds as cash rather than values of \ annus kinds 
It is> true thfV dunng tin* ejele oi business operations, the curient 

4 Harry L Kunze 4 ^ \ew Foim ot Funds Statement Auomltna Riuuw 
June, 1940, p 222 The «" L iclo points out somr critic was of the currently used 
and meorreeth nimed btuteincnt of Application of Funds ' 
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assets are constantly circulating through the cash accounts, but many 
transactions have a delayed effect upon cash. The purchase of mer- 
chandise shown as a part of cost of goods sold may represent an 
increase in accounts payable rather than an immediate cash outlay. 
Similarly, expenses may be reflected in a current liability, such as 
accrued expenses, rather thai^ immediately in cash. But increases in 
current debt have the same effect on the net current assets or work- 
ing capital as decreases in cash. Consequently, save for such excep- 
tions as depreciation, foe current income and expenses are best 
thought of as changing working capital rather than cash. This rea- 
soning leads to thinking of the balance sheet changes, including the 
net income (as it affects surplus), as working capital changes rather 
than a movement of ‘‘fynds.” • 

This statement, supplemented by a schedule of the individual 
changes in the current as-ot® and current liabilities, w»uld probably 
be most useful for the management and the bank credit analyst. For 
investment analysis, the plain statement of balance sheet changes 
will generally have the greater value. (Another example of the latter 
will be found later in this chapter .) 

Percentage balance sheets. Another device for the study of bal- 
ance sheets and their change® is the percentage balance sheet. Such 
statements have been termed “common-size balance sheets” because 
every statement is reduced to total one hundred.' 1 Percentage figures 
are seldom presented in independent form, as in the first illustration 
below. They are more often added to comparative balance sheets by 
the accountant when he is preparing a report for the executive, in 
the manner illustrated by the second ca«o below. 

The important change® are again emphasized, although in a man- 
ner different from that in the statement of balance sheet changes. 
Instead of the absolute change® in dollars shown in the original 
comparative balance .-dieot, the changes here are changes in propor- 
tion. As a result, an increasing asset or liability will show a decreas- 
ing per cent if it fails to grow as rapidly as the total does. Com- 
parisons with companies in the same line of business but of different 

size in order to discover peculiarities arc madp easy by this technique. 

• • 

8 Alexander Wall and R. W. Duning, Ratio Analysis of Financial Statements 
(New York: Harper and Brothers, 1928), Chapter VI, “Common-Size State- 
ments/ 
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The percentage balance sheet is really a miniature of the original, 
the percentages being in the exact proportions of the original figures 
and much easier to read. The virtue of this form in throwing into 
relief significant tendencies in proportion, such as especially charac- 
terize the usual year-to-year comparative balance *heet, is ^hown in 
the following statement of Celotex Corporation, which manufactures 
building material and is the largest producer of rigid insulation 
board and acoustical products. Its allied* lines such as plaster, 
sheathing, and roofing, are of secondary importance. 

A single table follows the comparative balance sheet, showing 
three types of material used to aid in the study *f comparative bal- 
ance sheets: (a) percentage balance sheets, (h) a summary of the 
dollar changes in the balance sheets, and foil trend percentages (dis- 
cussed later in this chapter), using 1 the initial year figure* il936) as 
equal to 100* 

The percentage balance sheets, on the a^sef side, show a fairly 
constant proportion of current assets for the three selected years, 
varying between 40 and 45 per cent of total a^eH This proportion is 
somewhat below what is customary fo r manufacturing companies 
generally. Most of the remaining assets were fixed operating a^ets 
in 1930 and 1951, but in 1940 investments rose to the unusually high 
figure*of 23 per cent. This investment was chiefly, about two thirds, 
a venture into the roofing field through the acquisition of a substan- 
tial stock interest in another company (The other third represented 
Celotex, Ltd , the Company’s English *ub&idiaiy ) Later this interest 
was sold and the company acquired its own plants The unusually 
rapid plant expansion in the po twar years (from $10 million to al- 
most $37 million between 1940 and 1951/ meant much new property 
and so the decline of the accumulated depreciation allowance^ rela- 
tive to gross property (from 58 to 39 per cent). Funds earned for 
depreciation supplied $8 million of the $26 million dollar increase 
in gross property. During the earlier peuod *roin 1936 to 1940, accu- 
mulated depreciation had risen newhat relative to gross property 
(from 51 to 58 per cent) so that depreciation funds supplied $1.8 
million of tha $2 1 milltoi, or the great bulk, of the increase in gross 
property. 

The greatest changes in balance sheet proportions are found on 
the liability side. T ney reflect a solid improvement in financial 
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CHANGES 


THE CELOTEX 

CORPORATION * 


Comparative, Bai wcr Sheet 



As of October 31 

1 


Assets 



• 

1951 

1940 

1986 

Cash 

$ 5 904 218 

$ 1,059 958 

$ 892 469 

U S Government Securities 

906 000 

— 

— 

Notes and accounts men ibie (net) 

6 402 018 

2 245,147 

1 367 374 

Inventories (lower of co^t oi nnrket) 

5 482 416 

1580 516 

1,183 577 

Total Current Av* ts * 

SIS 7M 652 

$ 1,885 621 

$3 443 419 

Land including KvpMun dr posits 

1 778 697 

- 


Plant \i\d < qinpmc nt 

34 761 022 

- 

— 

Gross Pi opt 1 1 a ® 

$36 >39 719 

10 398 168 * 

8 331 07 7 

Less dt intuition md dc phi ion * 

fl ft /S 

h ov in 

'<»% 549 

Vet Propeit\ 

$22 392 235 

% 4 366 S51 

$4 094528 

Im estineiPs 

i 507 932 

2 750 0h9 

6 460 

Deferred cht*g»-« 

1 250 651 

1 19 0S7 

56 755 

Pa tent «■ 

1 

1 

1 

Totil Vm H 

$13 935 173 

$12 111629 

S7 601 163 

I fcbihL* s 




1 tti 

19 t 0 

f'H6 

Note s n ifh 


$ 260 190 

. 

i OUIlts p n ihlr 

> 2 6S7 SS0 

689 937 

S 387 369 

AcOlUfd tvl)<lls(. UltfHsl « V s 

1 990 067 

040 133 

156 274 

ProMMon or ImLmI mi our »\< 

4 451 ni 

121 S71 

29 419 

1 ( ss 1 S 1 l( u \ 1 1 \ nt tr s 

i 9ut, (tnu 

- 

— 

. 

t 551 343~ 



Sinking iiincl due within oiw u i r 

4 17 300 

- 


Total ( mi r nt Lnbilmrs 

% 5 606 790 

$77is m 

$~ S73 063 

Funded r] ( bt 

5 HO 500 

1 539 000 

2 528 500 

Notes pa* ible 

- 

so 000 


Othfr fixed babditu i 


SI 686 


Prefund stock 

5 137 250 

2 907 250 

2,907 250 

Common stock 

905 536 

6.38 410 

268 685 

Paid-in sutplus 

i 109 152 

706 843 

133 013 

Earned ^uiplus 

20 482 520 

2 581 659 

590,652 

LlSn Tieisuiv -tork 

t 

• 

111 btt 

• 

- 

Totil Lubilitu** ml Nrt A\oi*h 

$43 935 473 

$12 141629 

$7,601 103 

Working Capital 

$13 117 862 

S 3,167,190 

$2 570,356 

* Souru V K)dy •< ifmual of lnn\Htmenlh 

Indiuturtts J941, 

p 830, and Annual Report 

*i the ( tiotet < o /otulnn for the >e*r r *itl< <1 

()< t >t>< r Jl, 1951 
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strength after the emergence of the company from the deep de- 
pression of the early 1930's and its reorganization Funded debt de- 
creased from 33 per cent of total liabilities and net woitb in 1936 
to 29 per cent in 1^40 and to 12 per cent in 1951 Tin*- decline was 
registered m spite of an absolute increase m the amount of fi\ed debt 
In three years, 1937, 1945, and 1947, Vmg-term debt was increased 
by large amounts In each case the rise w&s followed by debt reduc- 
tion Where fixed debt was heavy m 1936 v it had reached a level 
fairly common or average for the manufacturing field by 1951 Pre- 
ferred sto<k was also increased substantially in 1915, when it rose 
lrom $3 million to $5 million No attempt has ban made to reduce 
this item by sinking tund, but its rel itive importance and consequent 
investment •nsk has diminished as it dropped from 36 to 24 to 12 
per cent of total liabilities and nef worth The tnhanced financial 
stiength as vvtdl is the unusual growth ha* resulted from a heavy 
plow luck of earnings Much but not d) ot tins retention is reflected 
m the Lamed Surplus Some was transfer red to capital stock on the 
occasion of the 193S stock dividend A par* ut tire common equity 
growth arose from sale- of stock 

Peuentage balance s|hm K are in a bread unu ratio an dysa « 
They present the constituent assets md liabilities as ration to the 
bilaiue hat tot il Their vaha he sin then simple, and due ct picture 
ot proportion Th<\ give no elm howtver, to giow^h or shrinkage 
of tin ibsolnte dollar miount* in the actual balance sheets and so 
take on additional meaning pat a- the summary of b dance slutt 
change^ dots m relation to the original figures Impicssions gained 
tiom a studv ut the percentage dunce ‘beets can be supplemented 
by referring to the dollar changes, winch are -,tateu here in round 
figures m the adjacent columns under B By taking the dollai figuie* 
to the newest hundred thousand <00 000 au omitted and a decimal 
is used to state the lesultant figure m milli ms) the important 
changes are much ea«ier to dacern tluii lr the original balance 

b An interesting ipnlici ion of tin prucntigr balance shtet tound m a 
study of 1S3 unMieu ssful mdu-tml corpoi ihons o\tr the Ion >ears prior to 
ftiluie Hav mond F Smith *»d \ithiu H W inaLor Ct nantf(\ tn ih< buicmruil 
Strudure of l nsu< CotfKiatu as (l ibmn Buieut ol hihiiiov Research 

Univeisit} of Illinois The proportion ot current to fixed showed a 

penitent decline ov f ’ die whole ten- veai period (Chart 2 p 20), the common 
stock equity shiank md uig-tf nn dt bt cxpinded percent age wise m the last 
three ye aria (Chart 3, p 23) 
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THE CELOTEX CORPORATION 
A — Comparative Percentage Balance Sheets 

B — Summary of Balance Sheet Changes in Dollars (00,000s omitted) 
C — Trend Percentages (1936 = 100) / 



A — 

Percentages 

B — Changes 

C~ 

Trend 

4 




1940- 

1936- 



ASSETS 

1951 1940 

1936 

1951 

19 f0 

1951 

1940 

Cash 

13 

9 

12 

48 

2 

662 

119 

U. S Government securities 4 

3 

- 

- 

9 

- 

- 

- 

Notes and accounts rec (Net) 

15 

18 

18 

42 

9 

468 

164 

Inventories 

12 

13 

15 

39 

4 

463 

134 

Total current assv ts 

_ 43~ 

40 

45 " 

13 8 

’l4' 

546 

112 

Land, including gypsum deposits 

4 

- 

- 

_ 

_ 

- 

- 

Plant & Equipment 

79 

- 

- 

- 

- 

* _ 

- 

Gross propet tv 

83 

86 

110 

261 

2 1 

439 

125 

Less — depreciation & depletion 

82 

50 

56 

81 

1 ' 


ltf 

Net property 

51 

36 

54" 

18 0~ 

3~~ 

~547 

107 

Invest men ts 

3 

23 


-1 3 

27 

23 343 

42 371 

Deferred charge 

3 

1 

1 

1 2 

l 

2 204 

215 

Patents 

- 

- 

- 

- 

- 

100, 

> 160 

Tota 1 a^ct^ 

100 

"To o 

"lOO 

317 

4 5 

1 

|00 

160 

LIABILITIES VjFT WORTH 








Notes piyabU 

- 

- 

- 

- 3 

3 

- 

- 

Accounts pivable 

6 

2 

5 

20 

3 

694 

197 

Accrued expense interest taxes 

5 

6 

6 

1 4 

0 

436 

140 

Provision for Federal income 








taxes 

10 

3 


4 

1 

15 131 

414 

Les« — U S fjedstirv tax notes 

u 

- 

- 

- 

- 

- 

- 

Sinking fund due within 1 year 

1 

1 

- 

4 

- 

- 

- 

Total cuirent liabilities 

~ 12 

~ TT 

11 

"39 

8 

649 ’ 

”l97 

Funded debt 

12 

29 

33 

19 

10 

215 

110 

Notes pivable 

~ 

1 

- 

- 1 

1 

- 

- 

Other fixed liabilities 

- 

1 

- 

— » 

1 

- 

- 

Preferred stock 

12 

24 

38 

22 

- 

177 

100 

Common stoek 

2 

5 

4 

3 

4 

337 

238 

Paid-in surplus 

11 

6 

6 

56 

3 

1457 

163 

Earned surplus 

47 

21 

8 

17 9 

20 

3168 

437 

Le&s — Treasury stock 

- 

1 

- 

1 

1 


- 

Total Common Erjmty 

03 

~ 32 " 

18 

23 7 

~25 

~ 2^233 ' 

307 

Total liabilities *nd net 



** 


- 



v orth 

100 

100 

100 

31 7 

45 

578 

160 

Working capital 

31 

26 

34 

99 

6 

307 

124 


Note Soot* totals* do not add because of fractious dropptd 
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sheets. Certain other points may be seen in these figures. It is appar- 
ent that during the 1936-1940 period, the $2.5 million increase in the 
common stock equity and the $1.0 million increase in funded debt 
financing went chiefly into the $2.7 million increase in Investments 
with most of the remainder increasing working capital by $0.6 
million. As noted earlier, plant growth <jf $2.1 million was financed 
largely with funds earned for depreciation. 

Trend percentages. Another device for the analysis of successive 
balance sheets has been proposed by Gilman.* Like the summary of 
balance sheet changes, it stresses change between periods. Instead of 
stating the dollar amount or the per cent changp, it gives ratios 
between each item in the particular balance sheet and the corre- 
sponding figure in the initial balance sheet. If these trend percentages 
are thought of as index numbers, itr may be said that they are a 
series of index numbers worked out for each balance sheet account; 
the amount of each account in the initial year becomes the base, and 
so equals 100 for that series. 

Thus, if such series were constructed for the various balance sheet 
items of Celotex Corporation, the index or percentage for each item 
would be 100 in 1936. Instead of calculating such annual trend per- 
centages for the whole period, our last table show's the trend percent- 
age figures for the two years 1940 and 1951 in the last two columns 
under C. These percentages tell something of the same story for the 
assets that we have already noted in connection with the percentage 
balance sheets. The growtn of the current and fixed operating assets 
have kept in step for the longer period, although in - the first four 
years (1936-1940) current assets increased faster (42 per cent) than 
either gross or net property (25 and 7 per cent, respectively) 

In passing, let us note that either here in connection wuth the trend 
percentages or in analyzing the dollar changes in the chief assets — 
inventories, receivables, and gross plant — the changes can be com- 
pared with appropriate price indexes. Wholesale commodity price 
indexes were 2.7 per cent lower in 1C H0 and 123.0 per cent higher in 
1951 than in the year 1936. Wholesale building material prices rose 
rather more rapidly in these periods. They were 9.3 per cent higher 
in 1940 and 160.0 per cent higher in 1951 than in 1936. Price changes 
explain only a part of Olotex’s rising assets. 

T Stephen Gilman, Analysing Financial Statements (New York: Ronald Press, 
rev. ed., 1934), Chapters 12-14. 



182 INTERPRETING BALANCE SHEET CHANGES 

The growth of the chief liability items can be visualized by setting 
them beside the trend per cents for current and total assets: 


(1936 = 100) 

. 1951 

mo 

Current assets 

( 546 

142 

Total assets 

578 

160 

Current liabilities , 

649 

197 

Funded debt 

215 

140 

Preferred stock 

177 

100 

Common stock equity 

. . 2,233 

307 


The more rapid growth of current debt compared to that of either 
current or total assets points to a trend condition unfavorable to 
liquidity; but, aswe have seen, the actual current position continued 
sound. The extraordinary growth of the common stockholders* in- 
vestment while funded debt and preferred stock were growing more 
slowly than assets points towards growing financial strength although 
not in such clear language as the percentage balance sheets. 

In the light of these illustrative figures, let us study the advantages 
claimed for this method of studying balance sheet changes. In com- 
paring the trend method of balance sheet analysis with the ratio 
method, Gilman states the following as advantages of the former: 

1. It furnishes a bird’s-cve view of the problem. 

2. The facts are presented in comparative form. 

3. The trends are shown vividly. 

4. The figures are easier to interpret. 

5. Less highly trained help is required to work out the figures for analysis, 
and the calculations can be made much more quickly. 

6. There is less liability for gross error because the resulting percentages 
are partially self-auditing through comparison with the actual figures. 8 

Examination of our illustration suggests the chief limitations of 
trend percentage analysis are: 

1. Undue emphasis upon tne variation of the least significant 
members of the balance sheet, because they ordinarily vary the most 
percentagewise. A 10 per cent increase in a major account such as 
Inventory is likely to be far more important than a 1,000 per cent 
increase in some minor account, such as .Deferred Charges, Sundry 
Debtors, or some small reserve account. This point is illustrated in 
the 1951 indexes for Investment and Deferred Charges which were 

8 Stephen Gilman, Analyzing Financial Statements (New York: Ronald Press, 
1925), p. 121. 
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23,343 and 2,204, respectively. Each was only 3 per cent of assets in 
the final year. Even among the more significant accounts, a 20 per 
cent change in Ca^h is likely to he less significant than a 10 per cent 
change in Invent otV — the former amount usually being so much 
smaller than the latter. In our illustration the 1951 index for cash 
was 662, considerably higher than for atiy other major asset, yet it 
rose only from 12 to 13 per cent of total assets over the whole period. 
In this respect, the simple summary of balancp ^heet changes has the 
advantage in showing absolute changes and the percentage balance 
sheets in measuring relative changes 

2. It emphasizes change in relation to the amount in the initial, or 
base, year, which n not necessarily n 'rinal. Thu 41 , if inventory were 
unusually Io$v and receivables normal in the base year, any tendency 
towards the usual proportions would give the impression of extreme 
change in the inventory 

The chief utility of trend percentages is likely to he only in their 
application to the major items in the balance sheet and in comparing 
items where some relationship or balance i* expected, as in the case 
of inventory, receivables, ami plant, or debt and net worth. If trend 
peieentae* changes are being used for the purpose of detecting un- 
desirable changes in balance, a more direct cheek between the items 
themselves and whatever base +hcv should be related to. such as sales 
or total assets, is the more logical way to detect whatever dispropor- 
tion may have developed Thus, if total debt increase- its trend per 
cent from 100 to 200 whereas net yortli only increases from 100 to 
110, a “dangeious tend* ik’v is noted, but if the debt has merely risen 
from one ninth of the net worth to one fifth of the net worth, as 
illustrated in the figures below, the change need not be alarming. 

Dollar Trend 



mi 

1W 

jun 

)P 40 

IVbt 

10 

20 

100 

200 

Net Worth 

90 

99 

100 

110 


The ratio of debt to net w r orth not only tells whether or not the 
“dangerous tendency” is developing hut it directly answers the cen- 
tral question involved, namely, as to the net effect upon the balance, 
or proportion, of the <. hanging amounts portrayed by trend per- 
centages. 

Another example of these “undesirable tendencies” not supported 
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by analysis is found in a table given in the annual report of a carpet 
company. The table was designed to show growth over a five-year 
period, but the (trend) percentages might have made a bad impres- 
sion as presented. > 



Growth 

— Past 6 Years 

Increase 


im 

mi 

Per Cent 

Millions 

Working Capital 

$4,670,602 

$7,605,191 

63 

$29 

Plant and Equipment 

1,993,684 

4 835,367 

143 

28 

Long-term Debt 

1,456,000 

2,800,000 

92 

1 2 

Net Tangible Assets 

5,616,046 

9,975,218 

78 

4.4 


Plant and equipment had a more rapid rate of growth than work- 
ing capital, 143 and 63 per cent respectively. Such a disparity might 
augur a growing lack o'f liquidity. Similarly, the more rapid growth 
of long-term debt (92 per cent) as compared to that of net tangible 
assets (78 per cent) suggests a growing debt burden. Yet if we 
examine the dollar changes, not found in the original table, we find 
that actually working capital and plant growth were about equal 
($2.9 million and $2.8 million, respectively) , representing a fair bal- 
ance for a manufacturing concern. As for the 92 per cent increase in 
long-term debt, it amounted to but $1.2 million or less than one third 
of the $4.4 million increase in net tangible assets. 

Value of brevity. The percentage balance sheets have emphasized 
the utility of short and significant figures as compared with the cum- 
bersome long ones in the original balance sheet Most statistical 
agencies now emit the cents in reporting statements. In analytical 
work, not only may time be saved, but the readability and meaning 
of the balance sheet may be increased by using the shortened, sig- 
nificant amounts in a condensed form. Thus, the Celotex Corporation 
figures for the three years might be presented as on page 185. 

Condensation may conceal some details of interest by omitting 
some minor balance sheet items. But condensation plus the clipping 
off of the figures throws major tendencies into high relief with a 
minimum of clerical effort. It constitutes one of the easiest and most 
economical devices for reducing comparative balance sheets to a 
useful filing form. This simplifying device* unlike others mentioned, 
requires no computation. If the significant figures (usually four, 
instead of the three used above, will be enough) are retained, they 
will be sufficient for calculating other ratios and data and for the 
construction of charts. 
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CELOTEX CORPORATION 
Condensed Comparative Balance Sheet 
’ • As of October 31 

($ - - 00,000's omitted) 


Assets 

1961 

mo 

t956 

Cash 

.... 6.9 

1.1 

.9 

U. S. securities 

.... 1.0 

- 


Receivables (net) 

.... 6.4 

22 

12 

Inventories (lower of cost or market) 

. . . . 5 ,5 

L6 

12 

Total current assets . 

. . . . 18.8 

4.9 

34 

Plant and equipment 

. . . 36.5 

10.4 

8.3 

Less : depreciation and depletion 

.... u'l 

6.0 

4* 

Net property 

.... 22 A 

44 

4.1 

Investments * . . 

1.5 

2.7 

- 

Deferred charges * 

1.2 

.1 

.1 

Total assets* 

. . 43.9 

12.1 

7.6 


— T 

==3 

— 

Liabilities and Net Worth 




Nntes payable 

, . 

3 

- 

Accounts payable ... 

. . . 2.7 

.7 

.4 

Accrued expenses, etc. 

. . . . 2.0 

.6 

J6 

Provision for Federal income taxes 

4.5 



Less: U. S. tax notes . . 





~ 6 

.1 

- 

Sinking fund due within year 

. . .4 

- 

- 

Total current liabilities 

5.7 

1.7 

.9 

Funded debt 

5.4 

3.5 

2.5 

Other fixed liabilities 

— • 

2 

- 

Total liabilities 

.. Tu 

~5A 

3.4 

Preferred stock 

. 5.1 

2.9 

2.9 

Common stock 

.9 

.6 

.3 

Paid-in surplus 

63 

.7 

.4 

Earned surplus 

20.5 

2.6 

.6 

Less Treasury stock , . . ... 


.1 


Net worth 

. . . 32.8 

"67 

42 

Total liabilities and net worth .... 


12.1 

7J5 

Working capital 

. . . . 13d 

~32 

2J5 


Summarizing balance sheet changes. The statement of dollar 
changes in the balance sheet, like the percentage balance sheets, 
could not be readily attached to the original comparative statement 
because of the limitations of space. The effectiveness of their presen- 
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tation is also reduced because of their separation from the titles by 
three columns of percentages. Their story would seem to be self- 
evident, but the following summary, or statement of source and use 
of funds, shows how a suitable form with som^ condensation can 
clarify the recital: 

SUMMARY OF &AHNCE SHEET CHANGES 
1936 to 1940 
($--00 000 s omitted) 

Sources u) Fund s 

Increase* mi liabilities 
Current 

Notes, piyible ' 3 

Accounts p ivablr 3 

Accrued exptnses r 2 

Federal income taxes 1 

Tot il 8 

Funded debt 1 0 

Oth<r fixed liabilities 2* 

Total habiliU mere is( s 2 0 

nci cases m not worth 

Common stotk 4 

Paid-in surplus 3 

Re t nix d t arnings 2 0 

Total net vvoith men is< 26 

t Total sources 4 6 „ 

L < l of Fund s 

Increi>os m assets 
Current 

Cash 2 

Rf c( i\ ables 9 

Inventories 4 

Total 1 4 

Net property 03 

Investment* 2 7 

Deferred charges 1 

Treasury stock acquired 1 

Total used 4 6 


Note Some totals do not add because of fractions dropped 
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1940 to 1951 


1 Soura * of Funds 


Decrease in i^cefelments 

12 

Increase*, m liabilities 


Current 


Accounts payable 

20 

Accrued expenses 

13 

Ffdtrtl income tixcs 

4 

Sinking fund liability 

4 

Tot il 

42 

Funded debt 

19 

I ot il liability mere ises 

61 

lucre i*es in net worth 


Pit fc rr< d ‘"to k 

22 

( oimnon stock 

3 

P ud-nf surj hi* 

56 

He t unc d ( lining* 

17 9 

r ♦r'l'xlirs stoik di*joscd of 

1 

Tot il net worth intreMso 

261 

Tot d souiccs 

335 

T ( of bund s 


lucre is< * m iv>t t* 


( urn nt 


( i h 

48 

I s stiuntico 

1 0 

K« (( ivablf s 

42 

Ii vi ntoi u 

39 

loti! 

139 

Nt 1 pi o] 1 1 h 

18 0 

Dt tt in <1 ch u gt s 

1 1 

Dt cj( i*c in dt bt 


Notes pi^ibh current 

3 

I ong tt nn l ott s 

1 

Othti fixed liabilities 

1 

lotil used 

335 


In order to make this summary 11 c a '‘source and application of 
funds statement” m the form appioved by the accountant, the fol- 
lowing changes*^ ould be'necessary 

1 , Pash dividend distributions would be introduced as one of the 
applications, or uses, oi ♦unds Then the total net income is shown 
under Sources of Funds xather than the net Retained Earnings 
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2. Bond or other security retirements would be shown at their 
purchase cost. Any gain (or loss) from the purchase of bonds at less 
(or more) than par would be subtracted from^(or added to) the 
amount (as shown above) of funds used, to reduce Funded Debt. 
Inasmuch as such gain (or loss) is now included in the change in 
Earned Surplus, that amount would be removed from the total. Simi- 
larly, the various balance sheet changes resulting from a sale of 
securities are brought together, as in the case of an increase in both 
stock and paid-in surplus from a sale of stock, 

3. As suggested earlier in this chapter, related balance sheet 
changes may be grouped together rather than left as unrelated items. 
For example, the sale of a piece of real estate may result in a de- 
crease in that account ( and in the associated reserve for,dcpreoiation 
and in the earned surplus for 4 he amount by which the *ale price 
differs from the net book value (cost less depreciatiop). By bringing 
these three items together, the net inflow of funds from the sale will 
be clearly seen The effect of separating the gain or lo<* on such 
transactions as this and some of those mentioned under the preceding 
heading from the total increase in earned surplus is to have a net 
income figure under the Sources of Funds, which exclude* unusual 
items of gain or loss. 

4. Instead of showing the net change in the book value of the 
property and plant as was done in the illustrative summary, the 
separate changes in the Gross Plant and the Reserve for Depreciation 
(or Accumulated Depreciation) would be stated. The chance in Gross 
Plant shows tke net effect of purchases, sales, and retirements at 
cost. The Reserve for Depreciation will he increased by the amount 
of depreciation expense shown in the income account As explained 
earlier, such depreciation expense is not strictly speaking a source of 
funds but rather the amount collected in the form of revenues from 
customers to cover such expense, which provides funds in excess of 
the amount reported as net Income. Some decreases in the deprecia- 
tion reserve may result from the sale or retirement of assets 

The amortization of other noncurrent assets, such as Patents or 
Deferred Charges, which is reflected in the warnings statements as so 
much expense are similarly a source of funds in thS same indirect 
manner. The consumption of such value* in the processes of produc- 
tion, even though not strictly a source of cash, is as truly a “source 
of funds” as the sale of inventory. The customer buys more than bare 
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merchandise. He is purchasing the services rendered by the business, 
which entail the consumption of values that may flow through the 
noncurrent assets las well as the working capital section during a 
given fiscal year. \ 

5. Various transactions that represent no flow of funds through 
the business may be eliminated even though they represent balance 
sheet changes. Chief examples are (a) transfers to and from the 
Earned Surplus for Retained Earnings) account to such associated 
surplus reserve* as the Reserve for Contingencies, and (b) exchanges 
or conversion of one type of securities into another Thus, bond 4 * may 
be converted into common stock under a conversion option. Or. one 
security may be exchanged into another under a reorganization cr 
recapitalization plan. # 

Method of using statements of comparison. A summary of the 
more important questions to be a*ked in a study of the balance sheet 
changes will read: 

1. What changes are taking place in the working capital position, 
and is that position growing stronger or weaker? 

a. Are there any considerable increase* in cash or marketable 
securities indicating a surplus of working fund* 9 

b Are the changes in the amount of receivables in proportion to 
changes in the volume ot business, or does there appear to be an 
accumulation of uncollectible accounts taking place? 

c Do the changes in nvuitory appear to indicate an untimely 
accumulation of *tock? In a period of depression thi* condition is 
frequently evidenced by a conn rrent increase in inventory and 
decrease in receivables. 

d. Are there sufficient increases in current indebtedness, particu- 
larly notes payable, to show a possible need for additional working 
capital? 

e. Have the current liabilities increased out of proportion to the 
current as*ct increases? In order to maintain an existing two-to-one 
ratio, the latter must increase twice a^ much as the former; to main- 
tain a three-to-one ratio, three times as much ; and so on. 

* 

2. What significant changes, if any, have occurred in the fixed 
asset group? 

a. Plant and equipment, or land and buildings If the changes are 
increases, do they repiesent improper accounting for repairs, un- 
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profitable additions, or profitable expansion? If the changes are de- 
creases, do they represent allowances for depreciation, or the sale or 
loss of a part of the asset? If the decrease is Attributable to the 
former cause, the question is whether the allowance i* inadequate, 
reasonable, or excessive; if to the latter, the question is whether 
profitable or unprofitable property has been parted with. 

b. Changes in the Investments account call up questions similar 
to those listed for the preceding item, namcjy, as to whether the 
change is a profitable one ; but there is no depreciation allowance to 
be accounted for. It would plso be desirable to ascertain, if possible, 
whether the value of the investments is greater or less than it was at 
tile time acquired. 

" e. If the amounts dye from allied companies are on the increase 
and are of significant size, an attempt should be made to learn the 
nature and financial condition of the concern* that o\v.\ 

d. Intangible* ordinarily remain fairly constant from year to 
year. If there are increase*, do they lepresent bona fide purchases or 
an improper bookkeeping entry inflating the item for the effect which 
it will have on surplus? If the decreases are considerable, they should 
be taken into account m the interpretation of the surplus 

3. Do the change* in capitalization and surplus iepre*ent growing 
strength or weakness? 

a Doe* the bonded debt lemani constant or *how a tendency to 
increase, or does the management seek a *toady reduction of this 
debt? On this point, changes over a period rather than changes for 
individual years are significant. In the Cclotex Corporation illustra- 
tion, we also saw that even where an absolute increase in debt took 
place, financial strength might he on the mend as the result of a 
more substantial growth of net worth 

b. Do the increa*es in capital stock represent sales of new stock 
or stock dividends? Do the increases, if any, m preferred stock make 
that amount disproportionate to the interest of the common stock- 
holders? 

c. What policy on the part of the management do ihe changes in 
surplus seem to reveal? Are the sums retained from earnings neg- 
ligible, moderate, or large? 

d. Are there any considerable changes in surplus reserves which 
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require attention in interpreting the other accounts that represent 
the stockholders’ interests? 

Changes in bo&k value per share. Because so much interest 
centers m the growth of the common stock equity, special study of 
how the growth takes place useful for investment and economic 
analysis. Changes are more vividly *cen"and appreciated when stated 
on a per share basis. The accompanying table sets forth the remark- 
able rate of growth m per ^hare book value of the common stock of 
Celotex Corporation, the figure rising from $1 95 at the end of the 
1935 fiscal >ear to $31 28 m 1951 

CFLOTEX CORPORATION 

Book \vie Imrmnc.s and Djyjmm* Pfr Share 
adjusted for stook dnidends 


m 

Book 

hmeav tn 

Rt tarn d 

Enrru d 


Fiscal 

Valia 

Booh 4 aha 

Earning s 

'f J< ! 


Y( nr 

jh r Shnr 

dunng 1 cat 

pi 7 Shan 

Skate 

Du viends 

1935 

$ 1 95 

- 


- 

- 

1936 

2 40 

S 45 

$ 1 10 

$ 1 10 

- 

1937 

3 S9 

1 49 

148 

2 0S 

$ 60 

1938 

3 95 

06 

60 

60 

- 

1939 

501 

109 

95 

9,j 

- 

1940 

5 9S 

91 

96 

90 

- 

1941 

701 

1 63 

142 

2 55 

1 12 l & 

1942 

840 

85 

49 

1 24 

75 

1943 

868 

22 

04 

54 

50 

1914 

8 90 

22 

03 

53 

50 

1945 

9 49 

59 

07 

57 

50 

1916 

15 53 

6 04 

3 17 

4 y 

100 

1947 

21 13 

5 00 

5 47 

6 59 

1 12’i 

194S 

20 06 

5 53 

5 45 

7 20 

175 

1949 

2710 

44 

36 

186 

150 

1950 

29 10 

2 06 

2 03 

3 03 

100 

1951 

31 2S 

2 12 

2 07 

3 57 

150 

TotaK 


$29 33 

S25 09 

S3754 

$1185 


Aii oxaimnation of the table bnnes out iwo aspects of analytical 
work The fn t the common actj ment of per share figures for 
stock dividends and split-ups so that the figures lor successive years 
will be readily •comparable Thus, the per share data for years prior 
to a 100 per cent slock dividend (or two-for-one stock split-up), such 
as Celotex had in 1939 ..ould be divided by two that they would 
represent the same fiaC >nal interest in the common stock equity as 
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that of shares in subsequent years. This adjustment makes the figures 
for these three series prior to 1939 suitable for tracing the per share 
history of the present outstanding shares. Investment services and 
annual reports frequently report per share figuittf on this “adjusted” 
basis. 

The second task is that 0 / comparing the increases in book value 
per share with the amounts shown as retained earnings in order to 
find the reason for any material differences between the two figures. 
The two chief reasons* for differences are gain and loss items not 
included in the reported lift income per share, which nevertheless 
change surplus and book value, and sales or repurchases of common 
stock at amounts differing from book value. The first class of item 
is illustrated here in 1(}45 when Celotex Corporation sold certain of 
its shareholdings in Certamteed Products Corporation at a profit 
over book value of $503,886. This amount did not appear in earnings 
but was credited to paid-in surplus. Lesser gains were iealized and 
treated in the same manner in 1939 and 1943 ($56 thousand and $132 
thousand, respectively) The analyst will compare the apparent 
earnings retained (earnings reported per share less dividends) and 
the changes in book value per share to discover any material gains 
or losses not reflected m reported retained earnings, because they 
might influence his judgment of the company’s earning power and 
appreciation possibilities. 

The other factor, sales of stock at a figure other than book value, 
was much more important in some years in increasing book value 
than the reported retained earnings. Common stock was sold at fig- 
ures that substantially increased the book value per share In 1946, 
book value rose by $6 04, although retained earnings were but $3.17. 
The difference of $2.87 is explained by a sale of common stock at a 
figure substantially in excess of book value ( 100,000 shares at $36.75 
less selling expenses of $2 39 per share), so that the average book 
investment of all shares inc.’oased by that amount This one item 
explains most of the $3.44 excess of book value growth ($29.33) over 
the amount reported as retained earnings ($25.69) for the 16-year 
period. Additional sales of common stock at. more than its book value 
had a similar but much less important effect in increasing book value 
in the years 1939, 1943, and 1947 more than the amount reported as 
retained earnings per share. 
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On the basis of financial theory, it could be argued that a sale of 
shares at a price in excess of book value might merely represent the 
realization of an unstated good will or asset undervaluation and so 
might not profit the'existing stockholders. Actually, by taking advan- 
tage of stock market fluctuations, a skillful financial management 
might so time the sales of its common stock as to realize advantage- 
ous prices that would enhance the value of existing shares. On the 
other hand, the sale of stock at inopportune times can dilute both 
book and real per share values. Herein lies the advantage to the 
corporation and its common stock holders in the issuance of common 
stock indirectly by offering bonds or preferred stock convertible into 
common at prices substantially higher than could be realized by a 
direct and immediate sale of common share;-, for cash Convertible 
issues are commonly given the optio'n of converting into common at 
prices higher than the market price at the time they are sold. Com- 
mon stock is typically sold for cash through rights to existing share- 
holders at a price lower than the market price at the time of sale. 
Thus, when, and if, convertible securities are later exchanged into 
common, the corporation usually receives more per share of common 
than would have been possible if the common had been sold for cash. 

When earning power is closely related to the book investment as 
m the case of many regulated public utilities, the study of book value 
growth or dilution is especially significant. In other cases, where the 
relation between book investment and earning power is more 'vari- 
able, the analyst must ask to what extent the changes in book value 
are likely to result in corresponding changes in the there important 
factor of earnings per share. In a, swering this question, he will be 
guided by the uses to which the funds are being put, the experience 
of the company, the state of the industry, and the general business 
outlook. 

A corporation may dilute book value but enhance earning powei 
per share. Thus, a lailroad with a book value of $120 per share might 
sell new shares at $60 but by invet/n >7 the latter sum in new diesels 
to replace steam locomotives earn more on the new $60 than it did 
on the old $120, per share.- On the other hand, a young industrial with 
high hopes of profits from future operations might find that even 
though it could sell shares at considerably more than book value, the 
price would be low relative to earnings expectations. In order to 
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avoid a dilution of earning power per share, such a company would 
prefer to issue senior securities with a limited return or finance 
growth at a slower pace from retained earnings. / 

In our illustration, Celotex Corporation, in spite of the risks of 
the building supply industry, found it advantageous to finance some 
of its expansion with bonds* and preferred stock rather than to rely 
solely upon common equity growth. Most of its equity money came 
from retained earnings rather than the sale of common shares. Even 
some of the latter were" sales to officers, designed to provide executive 
incentives, as much as it was to acquire funds. 

The high rate at which book value of the common stock increased 
during the first couple of years was attributable in substantial part 
to the heavy °trading»on equity” following reorganization in 1935. 
(Actually, the retained earnings of $1.10 in 1936 increased book 
value only $.45 because reorganization expenses wt*ro written off 
against surplus in that year. If these had been accrued and assessed 
against the initial book value of $1 95, that initial figure would have 
been only $1.30 ) A * seen in the percentage balance sheets presented 
earlier, the common stock equity in 1936 was but 18 per cent of total 
liabilities and net worth, which meant that over $5 of assets were at 
work for each dollar of equity money taken at book value. The early 
years of the period, except for 1938, were aDo marked by general 
business recovery. During the wai years, 1942-1945, profits and 
growth were limited by war conditions and the excels profits tax, 
although book value continued to nn* from $7 61 to $9.49, or 25 per 
cent. The poi-twar boom in residential building registered another 
vigorous rise m book value, especially in the three years 1946-1948, 
when book value per riiare rose from $9.49 to $26 66, or 181 per cent. 
In view of the history of large cyclical fluctuations in the building 
industry, such a favorable period as is shown in the 16-year period 
covered in the table would be expected to be followed by reduced 
activity even though this particular company might enjoy an advan- 
tage as compared w r ith the industry because of its considerable sales 
for repair and maintenance work as against new construction. Simi- 
larly, its vigorous growth trend as compared with the industry might 
prove a relatively favoring factor in any industry recession. 

Although a cautionary note is sounded hero against identifying 
growth in book value with growth in earning power, probably book 
value has been underempharized rather than overemphasized in the 
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literature of analysis Popular attention ha* been focused on the 
income account. 

As m the case ofVarnings statement*, the inflation influence should 
be recognized Wit* regard to reported income, it has been pointed 
out that during a period of price inflation, real profits are overstated 
The exaggeration tends to disappear as jjiventory price* *tabilizc and 
depreciable a*sct< are replaced at the new and higher price level 
Similarly, in reading book value figure*, the catching up process for 
the balance sheet must be recognized The rise in the common equity 
per share will be especially laige for industrial equities pu ceded by 
hv,avy debt and preferred stock 

Moreover, even where the price inflation element is absent, the 
forces of business boom tend to cau*c busin^men to carry the ex- 
pansion process farther than 1 * profitable A* a con*equenet, growth 
m the common equity in the later *tagcs of a boom may show no 
coi responding expansion in earning* Expansion in \n industry may 
be earned to the point where tlu profit rate will decline even without 
the added factor of cyclical variation and decline which particularly 
afflict those industries producing capital equipment and consumer** 
durable goods 

Conclusions. Three geneial techniques for treating balance sheet 
material m order to facilitate a study of changes from period to 
period have been piesented in tln^ (hapt<r Tin first is a summary 
of balance *heet change* winch mav be Minplv the actual dollar 
changes added to a comparative balance *heet Those changes may 
be separately stated and, when aiinngrd and elaborated are (ailed a 
Statement of Source and Applicati i of Fund* The merit of such a 
report lies partly m it* simplicit\ an 1 partly m t lie fact that it tluows 
the changes into clear relief The comparative balance sheet has the 
facts about change* but the mind doe* not tak( them m so readily 
as when they are stated as changes Even * *t itcimnt of chance* still 
leaves the reader to give moaning to the eh mgcs it summarizes. 

The percentage balance dieet, tl m>nd technique, has also the 
merit of simplicity in method and brevity in foim W here the original 
balance sheet and the statement of it* change* describe absolute 
dollar amounts, tins second device tell* only one thing — the propor- 
tions that the various items bear to the total With such figures, 
impro /ements or deterioration in financial condition are more readily 
detected. This type of pivsentation is particulaily valuable when the 
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whole balance sheet is expanding or contracting, for then relative 
change in relation to the other items, rather than absolute change, 
is more important and less easily discovered than/n a static business. 

Finally, trend percentages are employed by some to show the rate 
of change of the individual balance sheet items. By showing the rela- 
tive change of individual it^ms, they may disclose unequal change, 
the significance of which remains to be weighed and interpreted by 
the reader. 

In practice, much of this detail can be omitted because of the little 
it adds to many statements, or must be omitted because the addi- 
tional effort required is too expensive for the results achieved. The 
more experienced reader can often dispense with a statement of 
changes, the original figures being adequate. The most generally 
valuable device is likely to be I he percentage balance sheet, and it 
will be most frequently employed by a management intenbely inter- 
ested in the details of its own business, or in the more elaborate type 
of investment study where intensive scrutiny is justified by the 
financial importance of the decisions to be arrived at. 
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Analysis of the Income Statement 

Significance of the income statement. Just as the balance sheet 
> said to be the statement of primary interest to the short-term 
creditor, so the income statement is givtn first place by the investor. 
Investors wish more than the mere maintenance of the principal sum 
they have placed m the business, because they purchase a corpora- 
tion's securities for the income over a period of years The failure oi 
income, even though the property remains unimpaired, is usually 
sufficient to bring about a senous fall in the market value of the 
security held 

Actually, both statements are essential to a well-rounded view. 
High earnings may be achieved by incurring excessive debt which the 
investor can only appreciate by examining the balance sheet. On the 
other hand, even current creditors are likely to have a continuing 
relation with a business Adequate profitability can provide sinews 
of financial strength for them if a business incurs too much debt or 
meets with temporary mb rtone, such as inventory losses. Commer- 
cial banks with their increased extension of intermediate loans have 
come to have a heightened interest in and dependence upon earning 
power. Furthermore, interstatemer t comparisons of such items as 
sales and receivables, cost of goods sold and inventories, and depre- 
ciation and fixed assets aid the analyst m evaluating both balance 
sheet and reported earnings. 

Gross operating revenues or sales. The opening caption of the 
well-constructed mcohie statement i<? ordinarily “Gross Operating 
Revenues” or “Sales.” The figure she iiu show the gross amount real- 
ized from the sales of services or goods that represent the regular 
operations of the business *. 1 Often the title “Net Sales” is used as the 

1 Fuller discussion o» the "leaning of revenue may be had m H. A. Finney 
and H. E. Miller, Principles oi Accounting— Intermediate (.New York: Prentice- 
Hall, Inc., 4th ed., 1951), ] 600-605. 
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initial figure to show that the gross sales have been reduced by de- 
ductions for returned goods, allowances, and sometimes cash dis- 
counts. These subtractions are primarily of interest to management, 
and the net figure is regarded as a more valuable base for beginning 
an analysis. Management will, however, carefully scrutinize these 
deductions and seek an explanation if they appear unusually IgLrge. 
Gross Income is an undesirable title for Sales because it does not 
have a well-defined meaning It has been used to include sales plus 
miscellaneous income from nonoperating sources or a combination of 
net operating income plus nonoperating income, such as investment 
income. Occasionally, but not often, only a Gross Profit or Gross 
Earnings figure is published in order to conceal sales and gross profit 
data from competitors. 

Some u«es of Net Sales as a measure of business volume have been 
suggested already in its relation to other items, particularly inven- 
tory and receivables The figure itself is of first-rate importance 
when traced from year to year Over a substantial period, the sales 
will be examined fur evidence of the future trend and of year-t^-vear 
stability. A graph showing the course of yearly sales is especially 
useful, because a line plotted on a chart is even clearer than a tabula- 
tion of figures Similar figures for comparable concerns will aid in 
the interpretation of the trend I See pages 286 and 288 below ) 

Four factors must be considered in the interpretation of the year- 
to-year dollar volume of business: (1 ) the profitableness of particu- 
lar sales increases or decrease^, (2) the trend of business in general; 
(3) the trend of the particular line of laziness in which the concern 
is engaged; and (4) changes in the level of prices at which goods are 
being sold The first point is often overlooked, ^alos being thought ol 
as an end m themselves although additional sales may be achieved 
at such a high oo«*t or at sich a low price as to make them unprofit- 
able. The matter is more properly discussed later, but when sales 
figures are studied, the related profit angle should be kept in mind 2 

2 Thus, an analysis of a food packer reports relative to sales that the company 
has eliminated certain lines of dried fruits and canned fruits and vegetables 
because the profit prospects appeared relatively unattractive 'Hie idea that cost 
accounting should apply not only to production costs but also to selling expense, 
m order that sales that cans' selling expenses in excess of the gross profit margin 
may be avoided, has not received as much consideration as it would seem to 
warrant. For a valuable point of view, see J. Brooks Heckcrt, The Analysis end 
Control of Distribution ( 'osts (New York: Ronald Press, 1940), 
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Because achievement is relative, the sales attained by a business 
should be studied in the light of general business conditions. Depres- 
sion and boom constitute external factors, and growth and shrinkage 
that result from tllem do not have t lie same significance as when 
they flow from the internal faetois, or management Similarly, ac- 
count must be taken of such conditions a # s are peculiar to the particu- 
lar industry Comparison of sales and earnings result® with those of 
similar concerns is for the purpose of discovering how effectively the 
business has taken advantage of fair weathef* and how skillfully it 
has weathered economic storms both of business generally and of the 
specific kind of mdustiy 

A failure to note the fourth factor may came* undue optimism 
during a period of rising prices and unnecessary p< ssimism during a 
period of declining price® Bv finding the per cent of change in the 
price of goods .sold, the reader can estimate the amount of change 
attributable to the price factor, and, by inference, Hit part to be 
atcnbed to a change in the numbei of units sold The following is a 
hypothetical case in which prices in 1949 and 1950 are assumed to 
be 110 per cent of what they wcie in 1948 By Beating this index as 
a percentage and dividing it into the sales figure, the analyst obtains 
the amounts in the last column, winch show what the c ale^ volume 
in each of the years would be if stated at the same prices as tho®e m 
3948 3 
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1948 

$100 000 

100 • 
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S100 000 

1950 

$1 '0 000 

110 
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The chief difficulty m employing this method to discover how far 
the physical volume has changed lies in the selection of an appro- 
priate index Inaccuracy in lesults may obtain l«U if an index is 
chosen that reflects the puces of a somewhat bfferuit selection of 
articles fiom that sold by the biiMnev- r ilyzid, or (b) it the weight 

J Price data and index numbfis for pritex of v mou^ kinds t ire widely avail- 
able through various si iti^liftil ignuie^ and ti idc jouiniU The work of the 
Bureau of Laboi •Static' ot the United Stitrx Department of Labor is notable 
and well known Standard md Poor s Standard Tiad* and S( < unties Statistics 
and the Dcputnient of C unm^i c T s Sunn y of Current Busin* bring together 
in convenient form a gieat deal of this ami other nnternl from many dif- 
ferent sources 
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given to the different prices in the index differs from the proportions 
in which the various items are sold by the busines^; or (c) if a whole- 
sale price index is used when retail trade is being analyzed. Some 
concerns come to the assistance of the reader by^publishing physical 
volume figures. Some of the retail grocery chains report tonnage of 
merchandise moved ; other concerns, the units of product sold. Such 
figures may have a variable meaning, as when a grocery chain adds 
meat departments in its various stores over a period of years, meats 
probably having an above-average value per ton; or when a shoe 
manufacturer, such as Endicott Johnson Corporation, reporting pairs 
of shoes sold, notes an increasing proportion of lower-cost canvas 
footwear in its sales; or when an automobile manufacturer, such as 
General Motors Corporation, reporting number of automobiles sold, 
shows an increasing proportion* of its cars sold in the Chevrolet, or 
low price, class. Allowance should be made for changing meaning of 
either deflated dollar sales volume, through the price index device, 
or actual figures on physical volume sold. * 

It is necessary to watch for factors that may impair the compara- 
bility of the sales or revenue figures. Occasionally, a nonoperating 
profit or gain is placed here through inaccurate accounting. An ex- 
ample would be the inclusion of the sale of factory equipment, or 
other fixed assets, in the regular sales figure. Sometimes the opera- 
tions of formerly separate subsidiary companies are merged with the 
parent company's business, but no specific notice of the merging 
appears in the report. Such a possibility can be detected by an exami- 
nation of the 'changes in the fixed assets during the period under 
review*. 

Operating costs. The operating expenses, following the revenue 
figure, are frequently stated as a single sum, thus: 


Gross Operating Revenues $ 

Operating Expenses 

Net Operating Income $ 


This form would be suitable for a railroad, utility, or other busi- 
ness selling services rather than merchandise. It is not to be mistaken 
for the following form sometimes used by merchants ]vho do not wish 
to state the amount of their sales. 

Gross Earnings $ J 

Operating Expenses ... 

— fid 

Net Operating Profit $ 
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The gross earnings here represent the margin earned between the 
sales and the cost pf goods sold, and a more satisfactory condensed 
form for a mercantile or manufacturing concern would read: 


Net Sales $ 

Cost of Goods Sold 

Gross Trading (or Operating) Profit . $ 

Selling and Administrative Expense 

Net Operating Profit ... , $ 


This last form, although not generally, used in published reports, 
is of particular interest in showing the relation of cost to selling price. 
The data would be of value in explaining changes in net earnings. 

The margin of gross profit, when expressed ps a per cent and read 
in conjunction with the net profit figure, tells the banker or mercan- 
tile credit man .who is familiar with trade practice ‘whether a suffi- 
cient margin of profit or “mark-up” is being taken When a cut-rate 
policy is being pursued, the net profits will show whether the policy 
is successful. Where the mark-ups are known and readily available, 
as in a well-organized department store, the sales may be used by 
the management as a basis for estimating gross profits before in- 
ventory is taken. 

A similar use is made of such figures by persons wishing to check 
the correctness of the value set upon the inventory— a method some- 
times called the “gross profit test of inventory.” The cost of goods 
sold in the period preceding the date of the balance sheet is estimated 
by subtracting the customary per ct nt of gross profit from the sales. 
This estimated cost of goods sold is, in turn, subtracted from the sum 
of the purchases during the period and the inventory at the beginning 
of the period to obtain a figure for final inventory which may be 
compared with the amount stated as inventory in the balance sheet 
at the end of the period. If the figures do not approximately agree, a 
reason is sought., particularly if the ult points to a probable over- 
statement of inventory in the balance sheet. A disagreement will, of 
course, exist if the assumed per cent of gross profit used in the calcu- 
lation is incorrect . 4 # 

4 The writer recalls a case where an accountant, asked to prepare an income 
tax return, applied this test aud discovered a gross profit margin so small that 
he concluded final inventory was being understated in order to avoid the high 
war taxes then applicable. He refused to permit his name to be connected with 
the return until an adequate explanation was forthcoming. His surmise proved 
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Cost of goods sold. The common accounting practice in figuring 
the cost of goods sold is likely to introduce an element of error at this 
point. The usual practice is not to keep a current record of the cost 
of merchandise as sold, but to add the initial inventory to purchases 
made during the year and infer that this sum less whatever stock is 
left over at the end of the year is the cost of the amount sold. The 
resulting form for figuring the cost of goods sold for a merchandising 
concern is as follows :» 5 

COST OF GOODS SOLD 


Inventory at the Beginning of the Year $12,000 

Pnreha.se ' During Year 60,000 

Total to Account for $72,000 

Inventory Renyumiig at End of War 10 000 

Cost of Goods Sold Dining Year $62 000 


For the sike of simplicity, let us assume that ini he above illus- 
tration all the goods cost $10 per unit. The purchase of 6,000 umt^ 
added to the 1,200 units on hand at the beginning of the period gave 

7.200 units to be accounted for. On taking stock at the end of the 
year, 1,000 units costing $10,000 are found on hand. Consequently, 
it is figured, in tlie absence of a perpetual inventory, that the other 

6.200 units wen sold. But the inventory figured in dollars, and 
should it have to be reduced from the cost figure of $10,000 to a 
market price of, say, $5,000 the resulting cost of goods sold dm mg 
the.year by the above method would appear to be $67,000, which i- 
$5,000 more than it was m fact What happens is that the market 
depreciation of an unsold imontory is treated a*- a part of the cod of 
goods sold during the preceding period, and the profit for the penod 
is reduced by the exc< ss of cost over market price for the final inven- 
tory, which is not a realized loss until ^>Id in the following year 

Although the form shown above for finding tire cost of goods is for 
a merchandising business, the same factor of error would be present 

incorrect. What had happened way that inventory at the beginning of the year 
had been overstated rn order to pcinnt a strong statement for credit purposes 
at that time The manner in which the oiu misstatement would equal the other 
in effect is explained m the succeeding paragraphs 

Merchants sometimes dried the theft of merAandi.se or cash receipts because 
their profit and loss statement shows a margin of gross profit that is too small. 

5 Examination of the detailed statement of the cohfc of merchandise for manu- 
facturing concerns in which materials, direct labor, and overhead are given is so 
generally confined to the private eye of the management that the form and pos- 
sibilities of the statement are omitted here 
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for a manufacturing concern whenever final inventory was reduced 
below cost at the end of the accounting period because market value 
was less than cost* 

A better practice would be to show the inventory at cost in this 
computation, and then show the loss on depreciated inventory as a 
separate loss adjustment. The result of the practice of valuing in- 
ventory at the lower of cost or market value is that during a period 
of falling prices, market valuation prevails and the profit and lo&s 
statement anticipates unrealized lo^e*. making it pos-ible for the 
busine: to show’ immediate profits a^ M>on a:- prices stabilize, even 
though it is celling high-priced stock bought in the preceding peiiod. 
When prices are rising, however. oo«t valuation pLwaiK, and profits 
(unlike losses) are reported in the period of Mile The apparent 
margin limy be increased if at any time an important part of the 
LIFO inventory carried at the lower co*-P ol pn vime- year*' ib liqui- 
dated. thereby realizing upon the appreciation of the intenening 
period. A nonrecurring type of gam is realized from such caching in 
on inventory appreciation/’ 

Cost of goods sold tinder LIFO. Earlier reference has been made 
to the use of LIFO ihe-t-in-fiM-outl as it affect^ the balance -dieet 
and woikmg capital analyst When the Cost of Good? Sold I*- the 
cost of those units of meichandiM* purchased la-4, the final inventory 
will show' the c(/st of the earlier purchase** In yeai* of rising prices, 
this accounting procedure show* inventories at a lowtr figure and the 
Cost of Goods Sold at a higher figure than under othei conventional 
methods Mich as the taking of inventory at the lywer-ol-ciwt-or- 
market or a perpetual invent my employing FIFO (fir^t-m-fi^t-out) 
or average cost 

Inasmuch as LIFO tends to 4iow lower reported profits during a 
period of rising prices, it became increasingly popular during the 
inflation of the 1940's after its use became permissible for income tax 
purposes. If initiated at the beginning of such a period, it eliminates 
the illusory profits of inflation and taxes upon such profits at least 
in part. During an ensuing deflation, the previous accumulation of an 
inventory at low costs ^eliminates at least in part the customary 
losses from defining inventory prices. The effect is to stabilize re- 

# Textron, Incorporated stated in its 1951 annual report that the Covst of Sales 
(Cost of Goods Sold) was after the deduction of a nonrecurring profit of 
$1,579,000 from the reduction of its LIFO inventory base. 
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ported earnings . 7 8 Until such time as the income tax regulations are 
changed, the results will be less happy for a corporation adopting 
LIFO at the beginning of a period of deflation, because it will result 
m an inventory carried at a cost in excess of the declining market 
and earnings that fail to reflect the loss of inventory value. 

The use of LIFO is greatly reducing if not destroying the com- 
parability of earnings statements of different companies even within 
a given industry Even when two concerns both use LIFO, its effects 
may differ because they* (a) apply it only in part to different depart- 
ments or products, (b) differ in the year of adoption, and (c) acquire 
their inventory in different years at different prices/ Fortunately for 
the investment analyst noncomparability because of LIFO is prob- 
ably less serious for earnings data than for balance sheets except as 
they are affected by the first point. He would find his work facilitated 
by disclosure of the effect of LIFO as compared with Jhe more con- 
ventional usage upon cost of goods sold, taxes, and profits . 9 In the 
absence of such information, disclosure of the current replacement 
value of the inventories coupled with a knowledge of how cost of 
goods sold is related to inventories, as indicated above, would enable 
him to approximate the influence of the LIFO method upon results 
even though the estimate would necessarily be a rough one. This 
situation well illustrates how statements suitable for one purpose, in 
this case income tax purposes, may be distinctly less valuable for 
other purposes, such as credit or investment analysis. Such needs 
point strongly to the need for supplementary data or special state- 
ments that will, meet the major purposes to be served. 

7 The effect is vividly illustrated in the annual report of Procter & Gamble 
Company for th<=> fiscal year ended June 30, 1951. Its interim statement for the 
first nine months indicated that the adoption of LIFO had reduced profits as 
much as $10,000,000. The severe decline in raw material prices during the final 
quarter of the year reduced this amount to $2,900,000. The Company had 
previously employed a Reserve for Invent orv Price Decline 

8 The manner in which earnings comparisons among meat packers are made 
noncomparable is indicated in Barron's, January 30, 1950, p. 9. Examples of the 
partial use of LIFO may be had in the reports of American Brake Shoe and 
Foundry Corp., National Distillers Products Corp., United States Leather Co., 
and West Virginia Pulp and Paper Co. 

8 Thus, Wieboldt Stores, Inc. in its annual report for the Fiscal year ended 
January 27, 1951, stated the effect of adoption of LIFO for a substantial portion 
of its inventory from the previously used retail inventory method upon initial 
and final inventory, income before taxes, Federal iucome taxes, and net profit 
The change reduced net profit by $165,680 to $433,492. 
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Gross profit margin and the expense ratio. The excess of the 
selling price over the cost of the merchandise is the gross profit, and 
provides for the expenses of operation, income taxes, and the return 
to capital. The latter element is discussed below in connection with 
the operating ratio. The adequacy of this margin to cover these two 
elements may, on the one hand, be impaired because the business is 
hopeless, owing to uneconomic character (unskillful management, 
bad location, overexpansion, and so on) or temporary unfavorable 
conditions; or, on the other hand, it may be more than adequate 
because of extremely skillful management, unusually favorable ex- 
ternal conditions, ^uch inflation, or a monopoly situation. In the 
ordinary situation, the expense element in the gross profit margin 
would be expected to be high or low as the amount of service ren- 
dered by the business was large or small in relation to selling price. 
Some of the chief factors influencing the relative importance of 
expenses, that is, the “normal” ratio of expenses to sales, are: 

1. The value of the unit sale. If the individual sales are small, the 
relative cost of rendering the service is likely to be high. In this 
respect, wholesalers are expected to show lower expeme ratios than 
retailers. 

2. The number of functions or services performed. Some of the 
functions that differentiate businesses that are nominally similar 
are delivery service, credit, warehousing and storage, and packaging 
or processing. 

3. Small total volume in relation to necessary minimum expenses 
of operation. Such a situation might ordinarily spell Tfailure, but if 
located in an isolated or protected market where a necessary service 
is performed, it may well survive. 

Temporary factors, such as price controls during a war, may affect 
the gross margin. Sometimes a price squeeze from controls may be 
counterbalanced by reducing selling costs growing out of stimulated 
demand relative to a restricted supply or reduced credit losses. 

Consideration of variations in the gross profit margin and in the 
elements which create it ig given below in connection with the oper- 
ating ratio and the percentage income account. 10 

10 For data on gross profit margins in various fields of retailing, see Walter L. 
Mitchell, Jr., Standard Ratios for Retailing (New York: Dun & Bradstreet, Inc., 
1940) 
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Operating ratio. Although the ratio, or per cent, of coBt of goods 
sold to sales is valuable, a published statement may show only the 
combined total cost of goods sold and operating expenses in one 
amount. The ratio of this total of operating expenses and cost to 
gross revenues or sales is called the operating ratio, thus: 


Operating Expenses + Cost of Goods Sold 
Sales 


= Opera tit^g Ratio. 


$90,000 

$100,000 


=90 per cent. 


a 

This ratio subtracted from 100 per cent shows the net margin 
available for income taxes and return to capital. The tendency of 
this margin to widen or narrow from year to year will be studied. 
Merchants and manufacturers generally profit by a rising price level, 
because their stocks increase in value while waiting, on the shelve* 
to be sold. At least this is true when they are able to fix their selling 
prices in proportion to current replacement co«ts. (Actually, the 
process of price adjustment lags somewhat.) Tins gain is not a genu- 
ine economic profit when the result of general price inflation. The 
effect of LIFO is to reduce or eliminate gains and losses from inven- 
tory price changes. The public utilities, Qti the other hand, owing to 
their inelastic rate structure, find that expenses tend to rise and 
decline with greater rapidity than do revenues. In a period of slowly 
declining prices, there would be a tendency for the operating ratio of 
a trader to rise, while that of the utility would be likely to fall. How- 
ever, the utility might find the savings in lowered costs overbalanced 
by loss of revenues, if the price level decline should be accompanied 
by a marked reduction in the volume of business. 

Some like to study the operating ratio a^ a measure of operating 
efficiency even though the ratio is determined by external and uncon- 
trollable conditions as well as by managerial skills After examining 
the operating ratio, the analyst should give the greatest attention to 
those expenses that are most controllable and compare them with the 
similar performance of similar businesses. But even the items some- 
times called “uncontrollable,” such as property taxes and deprecia- 
tion, can be influenced by management decisions. A manufacturer 
can influence property taxes by the choice of his plant location al- 
though he must weigh any tax reduction against possible increased 
costs, such as for transportation of products and quality of labor 
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supply. Similarly, an air transport company might have lower depre- 
ciation expense because of a skillful timing of aircraft purchases. On 
the other hand, low depreciation might result from a longer use of 
equipment than was economic because of the more efficient size or 
performance of later models. The aggregate operating ratio is thus 
more significant than the parts. One high expense may explain the 
lowness of another. Heavy advertising outlays may lower the ratio of 
other selling expenses to sales. Some expenses may point to possible 
future profits rather than current operations, as in the case of the 
new product research expenses of a chemical company or the drilling 
costs charged off by an oil company. 

In a “normal” situation, the operating ratio should be low enough 
to leave a fraction of the sales dollar sufficient to give a fair return 
Jil the investors. In those business enterprises where the investment 
oT funds is vejy small in relation to the sales volume, as .in the per- 
sonal services, such as the barber shop, the beauty parlor, the auto- 
mobile repair shop, and the restaurant, a high operating ratio might 
still permit a high return on the small investment. In merchandising, 
where more capital is needed, the operating latio would have to be 
lower, in manufacturing, it would have to be still lower; and in the 
public service industries and real estate, where the customer is pri- 
marily buying the services of capital, the operating ratio has to be 
relatively low if it is to piovido an adequate return. The point is 
illustrated by the following figure*, which show different amounts 
of investment needed to produce certain volume* of sales or gross 
revenues in four hypothetical situations In each c««e, assuming a 
return of 8 per cent on the investment, a resultant operating ratio is 
given. For the sake of simplicity, income taxes, which are ordinarily 
omitted in the calculation of the operating ratio, must be assumed to 
be included among the operating items if the balance is to represent 
investment return as it does in this illustration. 


Sales 

Investment needed 

An 8% return would be ^ 

As a percentage of sales, this is 
Operating ratio permitting this return 


A B C D 

$ 100,000 $ 100,000 $ 100,000 $ 100,000 
$500,000 $100,000 $ 50,000 $ 10,000 
$ 40,000 $ 8,000 $ 4,000 $ 800 

40 ^ 8 % 4 % 0 . 8 % 

60% 92% 96% 99.2% 


The foregoing illustrates how the operating ratio and the net oper- 
ating income per cent are complementary, their sum being one hun- 
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dred per cent. The factors governing the amount of working capital 
in relation to the volume of business (described previously, p 99) 
and those governing the requirement for fixed assets, measured by 
the usual plant turnover ratio, account for the reasonable differences 
in operating ratios among the various industrial groups. Within each 
classification, considerable aJJowance for variations must be made. 
Thus, a merchant owning his own store will need a lower operating 
ratio to allow a return upon his real estate investment. It should be 
lower because he will not pay the rent expense which will raise the 
operating ratio of his competitor who leases his store premises. 

In manufacturing concerns, the greater the extent of mechaniza- 
tion, the larger will be the amount of investment in equipment, and 
so, the lower the plant turnover — that is, the relation of sales to gross 
plant investment. As labor costs 1 are reduced, capital return should 
increase and the operating ratio decrease. In this respect, vertical 
integration, the linking together of concerns that form successive 
steps in production, results in the investment growing in relation to 
the sales. The net profit margin of the combination seems higher 
because it is related to the final sales of the last link in the chain, 
where before each unit had its own sales. If a motor company buys 
up a body works, its sales are not increased, but its profit must be 
greater if it is to earn a return on the increased assets in its balance 
sheet. The operating ratio should be lower. A horizontal combination, 
however, unites similar concerns, say a number of department stores. 
Both sales and assets increase, and the operating ratio may very well 
be close to the awerage for the combining concerns. 

Break-even points* When concerns are comparable in the type of 
their operations, the operating ratio is a help in measuring probable 
resistance of earning power to the influence of depression. A low 
operating ratio, or its converse, a large margin of net income before 
income taxes, means greater ability to withstand declining business 
volume. Historical earnings analysis may indicate how far sales vol- 
ume can decline before the point of zero return, or break-even point, 
will be reached. Changing conditions within the business, price level 
changes, and war make the problem difficult. 4 JVIanagement sometimes 
supplies pertinent information in the annual report. 11 

11 Statistical studies of some leading corporations to discover break-even 
points are found in Walter Rautenslrauch, The Economics of Business Enter - 
wise *New York: John Wiley & Sons, Inc., 1939). Practical operators are in- 
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Percentage analysis of the Income account. Such a study as the 
foregoing, of items in their relation to the sales, leads to the con- 
sideration of percentage analysis of the Income account As with 
the balance sheet, thi^ method has the advantages of: (1) showing 
changes in the proportions of the statement, which are usually as 
significant as changes in gross amounts, but should be lead with the 
latter; (2) reducing the figures to a size which can be more easily 
comprehended, and (3) throwing into relief tendencies not so readily 
apparent in the original figures 12 The earnings statements for United 
Air Lines, Ine. for the years 1950 and 1951 aie used heie to illustrate 
how percentages may be added to aid the s f udy of the dollar fitrures 
(The original figures, as reported in the prospectus of March 19, 
1952, also gave details on source^ of revenues and certain explanatory 
footnotes useful to the reader ) 

In strict logic, the percentage analysis should end with' the operat- 
ing section, for the remaining items — notably nonoperating income — 
bear no relation to sales It is customary, however, to continue the 
percentages, as here, to the net amount transferred to surplus be- 
cause these percentages facilitate a comparison of the importance of 
the nonoperating items relative to the net operating income. 

The increase m gross operating revenues amounted to 23 per cent. 
Study would indicate how much of this increase resulted from volume 
(traffic) increase and how much from price (rate) increases Sales 
increases for industrials may be analyzed with the aid of price in- 
dexes where tonnage figures are lacking The decline in the operating 
ratio from 87 9 to 85.5 per cent is almost wholly the result of the 
decrease in the per cent of depreciation to gross (10.3 to 8.1 per cent) 
Ordinarily growth in volume and more intensive use of facilities 
would improve other expense ratios as well. The greater part of the 
improvement in the net operating income before taxes, which rose 
from 12.1 to 14 5 per cent, was absorbed in the rise in Federal income 
taxes rates incident to the defense effor. ^nd the Korean war. The 

dined to regard break-even points as changing The point is illustrated in an 
address by J. B Herndon, Jr. before the New York Society of Security Analysts, 
Inc. on "The Hot^ Industry dfcd Hilton Hotels Corporation” (January 12, 1951) 
12 Line, bar, or pie charts are sometimes employed to visualize the proportions 
Shown here ty percentages For analytical work, bar charts of the net income 
items and their distribution aDd une charts of major items such as sales, net 
operating income, and net for common stock are likely to be most useful. See 
Chapter XI. 
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UNITED AIR LINES, INC 

St \te mints of Earnings 


Operating Revenues 

Operating Expi-nse^ *\d Taxes 
Exclusiyl of In<x>me Taxfs 

Flung ground and passenger 
operations 

TritFic sales ldvei tiding ind 
publn it\ 

Genenl and idimmstrative 
Uncollectible icoounts 
M noun tnoe 
Dcpre cut ion 

Amoitir ilion of devcloi merit costs 

Totil opt rat mg expenses md 
ti\cs (exclusive ot lnromf 

t IXf s) 

Net I ARMxrs from Opfrvtions bfforf 
Income Iaxf^ 

Oihmc Deduuons (or unarm) rut 

Intmsf on long-term drbt 
Provision for Ui^vfs of Me xje m sub- 
siding not consohdittd 
Amoitnution (t mt ngibli isset 
Net loss (or r/a/n) on disposition of 
pioj ei v 
Other rut 

Total othei deductions net 
Net Earmncs before Income Iaxe^ 

Provisions for Taxfs on Incoml 

Fedf ral income taxes 
Fedenl excess piofits tix 
State income tixos 

lotd provisions for taxes 011 
income 

Net Earnings 


Years Ended December 31 


1950 

1951 

1950 

1951 

Thousands of doll irs 

Perce ntages 

104 095 

127 718 

1000 

100 0 


46 053 

56 792 

44 2 

44 5 

11265 

13 690 

108 

107 

8 101 

9 678 

78 

76 

60 

27 

1 

— 

14 929 

18 278 

14 1 

14 3 

10 658 

10406 

10 3 

81 

400 

too 

4 

3 


91 466 

109 271 

87 9 

85 5 

12 629 

18 527 

121 

14 5 

76S 

717 

7 

6 

240 

130 

2 

1 

443 

443 

4 

3 

5 A 

79 

r 

— 

50 

$14 

— 

JB 

803 

7o58 

~ 8 

~~8 

li 826 

17 468 

n~3 

13 7 


5183 

8 672 

50 

68 

214 

234 

2 

2 

5 397 

8 906 

52 

70 

6 430 

8,563 

61 

67 
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UNITED AIR LINES, INC. 
Earned Surplus 



1950 

1951 

Balance at Beginning of Period 

3,611 

7,398 

Net Earnings for Period 

6,430 

S 563 


10,841 

15,961 

Add* Original reserve for self-insured 



crash losses restored to earned surplus 

— 

600 


io~041 

16,561 

Deduct : 

• 


Cash dividends: 



Preferred stock 

419 

388 

Common stock 

1,552 

3,300 

Transfer to capital surplus — primarily 



preferred dividends charged to that 
account m pilor years 

672 




~zm 

" 3.688 

Balance at End of Period 

7398 

12,872 


Company drawb attention to the fact that it was not subject to the 
excess profits tax Income taxes rose enough so that the Federal 
government in 1951 was collecting more than the amount earned for 
all of the stockholders combined. The only favorable aspect of the 
heavy income tax burden upon in histry is that in the event of a later 
recession the lirst loss of earnings falls chiefly upon any portion of 
income in the ‘‘excess profits'' bracket and so is borne chiefly by the 
Federal treasury rather than by the corporation Any further shrink- 
age is shared in a substantial way by the income tax collector. In 
this case, total income taxes were equivalent to $2 61 and $3 89 per 
share of common stock in 1950 and 1951, respectively, as compared 
with earnings of $2 90 and $3 58 and dividends of $.75 and $1.50 in 
the same years 

Retail store percentage data. Although percentage analysis of 
condensed income statements is valuable, increasing interest is found 
in more detailed figures, especially in retail lines where large num- 
bers of fairly comparable concerns are to be found. An early study 
of this type wa # s a survey in the clothing industry made by the 
Bureau of Business Research at Northwestern University. Tins study 
covered costs, merchandising practices, advertising, and sales in the 
retail distribution of clothing, and compared such items as rents, 
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wages,, and salaries with net sales. 19 More extensive studies of oper* 
ating expenses of both wholesale and retail trade are those of the 
Bureau of Business Research at the Harvard University Graduate 
School of Business Administration. These bulletins have covered a 
number of lines of business, including department stores grocery 
stores, wholesale groceries, dice stores, jewelry, hardware, and vari- 
ety chains. Such studies should be used with care They may repre- 
sent common practice and yet be far from ideal practice. Or, they 
may concentrate upon concerns that represent a composite of vary- 
ing conditions in Mich matters as size, credit policy, and location. 1 * * * * * * * * * * * * 14 

Some of the chief items for leading retail lines have been compiled 
from surveys made and published by Dun & Bradstreet, Inc , and 
are presented in the table on the next page 15 They show charac- 
teristic differences that merit careful c tudy. 

The table clearly shows proportions that might' be expected on 
the basis of general principles The rapid turnover of stundai disced 
goods in such a line groceries makes it possible to operate on 
narrower margin of gross and not profit than for the opposite type 
of business, Mich that of the retail jeweler The meat markets 
were an exceptional group with the very high inventory turnover 
of almost once per week (48 8 times) and in their small net operating 
margin before income taxes (18 per cent) Some allowance should 

1 * The mateual appealed m a number of bulletin' publi hed bv the Bureau 

between 1921 and 1925 Leading HMilte appeared in the Bureau's S filing Ex- 

pense s and Then Conti ol tNew York Prentice -Hall, iuc , 1922) 

14 For a dise\1»ion lllmtriting the effect ot these vn tables, wo N H Engle, 

“The Marketing Stiuctuie m the Grocery Industry Howard Business Review , 

April, 1931. p 328 

ie > Data for 1939 me horn W liter L Mitchell, Jr, Standaid Ratios for Retail - 

tnq (New Yoik Dun <Vr BradMicet, Inc, 1910) For valuable discussion, see 

pages vn-xx This book rrpi evented the fifth Dun & Biadstieet Survey of Re- 

tailed' Open ting Costs and Mmunaiizel the expenence oi some 13,000 United 

States letailers foi the yeir 1939 Data for 1949 and 1950 are from surveys by 

Robert K Tebeau. These latter “Cost of Doing Business” studies also included 

stores retailing auto accessories, women's accessories and specialties, cameras 

and photographic supplies, children’s wear, and package liquor. Copies of these 
and later surveys arc to be {iad on request fiom the Business Library, Dun A 

Bradstreet, Inc , 290 Broadway, New York 8, N Y Other data may be had from 
Departmental Merchandising and Operating Results of Department Stores and 
Specialty Stores, published annually by the Conti oilers' Congress of the National 
Retail Dry Goods Association, New York, and M P. McNair, S F. Teele, and 
F. G. Mulheam, Distribution Costs— An International Digest (Boston: Harvard 
University, 1941). 
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bo made for the less favorable economic conditions in 1939 than in 
1949, a difference that 1 ^ reflected in the virtual absence of bad debt 
ln--*(s in th< later voar Yet the dry good* field the onlv one for 
vlinh figuus \\tr( available foi both yeir* showed a dr< lease m 
the fvpic.il net margin from 3 0 to 2 8 per cent in spite of the 
elimination of bad debt loss (xpu^e of 0 5 prr c< nt Ytt mugin 
declined moderateh from 1 0 to 2 8 p(r rent It is interesting to note 
the economic similarity of t he div good" ind hndwaie bu^ne^e^ 
The fmwis foi tlu shoe tridt wnt not grtatH diffiruit Tin drug- 
sforts aith i turnoMi dMimth higher jt hail t hat for haidware (3 1 
is 2 0 s ) ru\tr‘lul(s^ showed almost identical gi«>ss (30,3 is 291) 
uid m t m tigin (2 l t s 2 4 * 
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29 

5 1 

51 

47 

47 
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2 4 

53 
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17 2 

2 5 

18 

31 

20 
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* Fresh mt ats nnil poultry ai i« n^t iO per <rnt of sales 
t 20 to f >0 pr of^sahfc on ernM 


The original material in the f iregotng study was classified to show 
differences between profitable and unprofitable, cash and credit, 
large and small sales volume, and location m large and small cities 
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or in different parts of the country, where the number of units war- 
ranted such treatment. Such background information is invaluable 
in bank and mercantile credit analysis and should be helpful to 
those engaged in the field of retail store management. 

Illustrative of the kind of differences which might be expected 
among concerns within an industry with different modes of opera- 
tion, are those shown in the following table. Thc^e profit and loss 
ratios are a breakdown of the data for all grocery and meat stores 
shown in the preceding table. They offer a comparison of self-service 
stores and those served by clerks from the counter, of cash and 
credit-granting stores, and of the smaller store? with sales under 
1100,000 per year with larger stores having sales from $200,000 to 
$500,000 The original study reported the ratios of stores grouped on 
the basis of the population in the city served, of stores grouped by 
form of organization (proprietorship or partnership), and stores that 
do and do not offer delivery service. 

In the comparison of self-service store* with counter-service stores, 
it is interesting to note how close (he gross margins (16.0 and 16.5 
per cent, respectively I and the total expense ratios (14.5 and 14.4 
per cent, respectively) are. Apparently any higher prices charged 
by the latter art as much the result of higher merchandise costs 
as of higher expenses in view' of the surprisingly similar expense 
ratios. The self-service stores were somewhat larger on the average 
($152,800 sales) than the counter-service stores ($107,800). Size will 
have an independent effect on ratio. Because the proprietor of a 
small store performs more of the work, his compensation relative 
to that of employees will tend to be a higher per cent of sales. Worth 
noting is the higher occupancy cost and the higher advertising ex- 
penditures of the primarily self-service stores. The fact that the net 
income of the latter is but 1.5 per cent of sales as against 2.1 per 
cent for the counter-service units at a time when they are able to 
show a higher return on net worth (13.6 vs. 10.8 per cent) suggests 
a smaller investment by the self-service stores in receivables and 
store real estate. Their relatively low stock turn may be explained by 
the self-service stores handling a larger proportion of grocery items 
relative to meat and produce. The latter turn faster than the 
groceries. 

The similarities of the cash and credit stores is also more striking 
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than their differences Gross margins differ by only one tenth of 
a percentage pon^t (16 4 and 16 3 per cent, respectively), total ex- 
pense ratios by a half of one percentage point (141 and 14 6 per 
cent, respectively) The result is a squeeze of the profit margin for 
the credit stoics so that their net bcfoie income taxis was lower than 
for cadi dore^ (1 7 and 2 3 per cent, # K“-p(< tivtly) and net profit 
on rut worth wu* but one half as much for flu credit as the cash 
stores (8 0 and 16 9 per cent, respective 1\ ]. In an earlier study 
(19391, thi^ comparison showed credit store*- enjoying somewhat 
larger gur-s and net margins A somewhat larger gmss margin would 
seem ‘normal 5 to allow for credit-gi anting expenses and bad debt 
losses a somewhat large) net margin would stnn necessarv to pro- 
vide a return upon the extra funds tied up itj accounts receivable A 
further influence on these mtios beyond the difference m credit policy 
it» that of size /Tin neiagc cash sfnn had sale'- of 8148,400 as com- 
paicd with $114 600 for the atcrage ci edit sloie 

COMPUU'JIVF RVTIOs OF GROC1 RY STORES under 
• D1FFI RI’NT CONDITIONS 1950 

bait*) \ olume 

C tffht \ith s in 1 ibO 


Pnmanly 1 

’nrnrnily 

l nth J 

() a 


$m ooo 


»S* //- 

( ounti i 

V< of 

>S< of 

l nrtt r 

to 


,S( 1 1 t( c 

»S( i 1 iff 

bah s 

bales 

$ 100 ooo 

$500 000 

Net Sale> 

100 0 

10< 0 

100 0 

100 0 

1000 

100 0 

Cost of Goods Sold 

84 0 

835 

S3 6 

S3 7 

S42 

836 

Gross Min gin 

16 0 

16 5 

16 4 

10 3 

15 8 

164 

Totil l<\p( nx s 

14 5 

14 4 

11 1 

14 6 

13 0 

14 3 

Owners Comp< iim- 
tion 

31 

4 5 

40 

3 G 

• 

53 

24 

Emplcn pos W iRr s 

54 

5 0 

5 0 

59 

3 4 

67 

Occupant \ J \p< ns 

2 2 

19 

19 

1 s 

22 

1 7 

Advertising 

00 

0 2 

0 5 

03 

02 

06 

Dolivtiv f \p< nsf 

03 

0 0 

01 

06 

03 

03 

Depict nt ion, 4i\ 

tuies 

08 

0 0 

0 ” 

0 5 

06 

06 

All Othtr E\pins( 

21 

16 

1 9 

19 

16 

20 

Net before Federal 

Income laxcb 

15 

21 

23 

17 

22 

21 

Net Profit on Net 
Worth ( r <) 9 

% 

13 0 

00 

169 

80 

82 

162 

Inventor} Turnover 

(times per year) 

15 9 

176 

17 7 

16 9 

151 

181 
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Surprisingly enough, the typical net sales per concern were sub- 
stantially alike in cities under 50,000 and overt 500,000 ($128,300 
and $127,800, respectively). The stores in the larger cities were able 
to obtain a larger gross margin (17.6 as compared with 15.5 per 
cent). Of this 2.1 percentage points of differential 0.8 points went 
to higher owners’ compensation and 0.5 points to a higher net before 
income taxes. Surveys in other retail lines have shown the tendency 
shown here for grocery and meat stores that in going from small 
towns to larger cities, occupancy expense tends to increase and ad- 
vertising expense to decrease. 

Critical study^of operating expenses- The operating section is 
the heart of the income statement, and its accuracy is a matter of 
prime importance. What are the defects which are likely to make 
it misleading? Some, particularly in the case oi small businesses, 
may arise from poor bookkeeping. Thus, the omi^iofi of accrued ex- 
penses, discussed earlier (Chapter III), would result in an over- 
statement of earnings. The effects of inadequate valuation reserves 
or understated liabilities have been pointed out and common meth- 
ods of detection suggested. In audited statements common for larger 
concerns, such practices are relatively unlikely and the reader Jim* 
to be alert for evidences of ultracon^ervatiwu and the understate- 
ment of earnings and net worth. 

Ideas for a critical study of the operating section have already 
been given in various places a** for the analysis of leceivables and 
inventories in the working capital section. In addition, certain items 
receive sufficient attention to warrant their special mention at this 
point. These arc maintenance, depreciation, income tax liability, and 
liability for past service pensions In a different category but also 
appropriate for discussion here is the influence of price level changes 
upon the interpretation of operating earnings. 

1. Maintenance. Like the inventories and receivables, plant and 
equipment are major assets. Any error in their valuation therefore 
is likely to mean an important error in reported earnings. A loss of 
one per cent of the assets would equal a one-sixth, or 17 per cent, 
change in the profits of a business reporting 6 per* cent earned on 
total assets- If the fixed assets are not kept in repair, their value 
may decline with no reflection in the balance sheet valuation of the 
asset. Yet the relevent maintenance, or repair expenses, are often 
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buried in the total operating expenses, except for the public service 
corporations, the forms of whose reports are regulated* Similarly, 
such information is required of corporations filing statements with 
the Securities and Exchange Commission 

In ycai^ of poor earnings, many companies neglect the care of the 
fixed property, and in good year^ may, <* may not, treat the property 
in the opposite manner Outlays for current maintenance expense 
are generally spoken of as repairs , renewals , <#r replacements These 
are to be distinguished from expenditures for additions and better - 
ments, which constitute mcmiscs in th<? investment m fixed assets 

2 Depreciation Closely related to maintenance i« the expense 
of depreciation allowance* because the life of an a«-et which deter- 
mines how raj)idlv it shall be depreciated is affected bv the amount 
of repair work 01 maintenance given the asset ir Fuithennore, w’hat 
one concern im&ht ch.iigr to u pairs anotlar might regard as a re- 
placement c)i a pait likeh t<> prolong the lite of the a^ot and *o a 
charge* against the re sen e account accumulated by pnor depieeia- 
allowances Nhuc it 1 ^ possible, maintenance and depreciation 
should be* eonsideied in combination instead of considering depre- 
eiation alone Such difficulties m judging depmiation standard* 8 ex- 
plain tlie caution gi\en bv the Bureau of Internal Revenue m '•ug- 
gesfing depie nation latis 1 It stated that such rates as those set 
forth below air to be u**ed “sole 1 as a guide or Waiting point from 
which coneet 1 at may be determined in the light of the experience 
of the property under consideration” Ti » rates aie ^aul to include 
an allowance for “normal obsolescence” 

Seme companies repoit the depreciation rates they employ for 
important classes of then piopertv The analyst is compelled, for 

36 In the account 5 ! pu scribed for steam railroads h\ the Interstate Commerce 
ConinnsMon. depu < i it ion i> actually made a aubdn ision undei maintenance See 
Chapter XII, “Ruirotd Statements ’ 

17 From Dt pri( uiUan Studies, a preliminary report of the Bureiu of Internal 
Revenue, January, 1931 and Bulk tm F (rcvml, January, 1942) on ‘‘Income 
Tax Depreciation and Obsolescence ” The litter bulletin contains rate& for a 
wide variety of equipment ust^i m m inv different lines ot business Material of 
this tyr>e and extern e tables of depreciation rate-5 compiled from \anous deci- 
sions and from books and articles written by acknowledged authorities arc to be 
found in the Prentice-Hall Federal Tox Service, For a full discussion of account* 
mg for depreciation, see E L Grunt and P. T. Norton, Jr , Depreciation (New 
York: Ronald Press Co, 1949) 
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the most part, to compare the total depreciation allowance in the 
income statement with the gross amount of property shown in the 
balance sheet and note variations between similar companies. The 
following average composite rates are for a relatively small sample 
of leading corporations . 1,4 Differences from such average industry 
rates are studied to detect a fly influence they may have had on the 
reported earnings of individual companies Companies Mich as those 
engaged in mining, for which depletion is important, are not in- 
cluded because the life o f a mineral deposit is the result of the 
character of the individual mine. 11 ' 

• Probable 

l ujulLije 1 )i pi (nation 


Buildings 

(Fca/s) 

Rule (< 

Factories, Hotel* « 

50 

2 

Office Buildings, Stores 

67 

\v. 

Warehouses 

75 

' V, 

Building Equipment 

Boilers and Furnaces 

20 

5 

Passenger Ekwatois 

20 

5 

Plumbing Fixtures 

25 

4 

Office and Other Equipment 

Adding and Similar Machine* 

10 

10 

Office Cabinet and D(^k< 

15 

6-1 

Tv powi iters 

5 

20 

Automobiles 

5 

20 


Tht> rates for buildmes are exclusive of building equipment Composite rates 'vihuh 
include the latter are also npoited 

Differences between companies may be due to differences (a) in 
depreciation rates, (b) in policv as to maintenance, some making 
more generous repairs and allowing les^ for depreciation, or (el in 
composition of asset*. Difference* in depreciation iates u-ed by dif- 
ferent companies, if material, should be reflected over a period of 
years in the over-all average rate on gross plant, such as is shown in 
the accompanying table. Because the proper allowance for deprecia- 
tion is a matter ot judgment rather than an absolute fact, relative 
differences irom the common practice are chiefly significant. Varia- 
tions are studied for their effect on reported earnings One concern 
may owm considerable real estate. Land being nondepreciable and 

111 Medians, rather than arithmetic moaLS, were used, to avoid undue influence 
from extreme cases. 

19 Treated below in Chapter XVI, “Mining Statements.” 
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buildings but slowly depreciating, the composite rate for such a 
concern would be* low as compared with that of one renting its 
premises and so with its fixed assets mostly shortlived store fixtures. 
Occasionally concerns find that some of their fixed assets have accu- 
mulated a 100 per cent reserve and so require no further allowance. 
Succeeding years will show a reduction «f depreciation expense until 
such assets are replaced by new units. 


COMPOSITE DEPRIVATION RATES IN * VARIOUS FIELDS 

(Per Cent of Depreciation Allowance to Gross Plant and Equipment, 
Including Land — Medians) 



1940 

1942 

1944 

1945 

1946 

>947 

1948 

1949 

1950 

Auto parts .... 

5.4 

7.5 

8.6 

10.4 

3.3 

42 

4.6 

5.7 

5.5 

Baking and milling 

. 4.1 

44 

3.7 

3.6 

‘3.6 

34 

3.4 

40 

42 

Chemicals 

5 0 

5 6 

62 

63 

41 

4 1 

4.6 

4.7 

47 

Meat packing # 

32 

3 4 

34 

34 

3.2 

3 5 

3 8 

4.0 

4.0 

Paper and paper products 

43 

47 

4 8 

4.3 

38 

36 

3.8 

4.2 

44 

Tires and ruhbt i 

4 9 

5 6 

58 

176 

4.3 

48 

5.4 

58 

54 

Steam electric companies 

2 4 

2.6 

2.7 

2 5 

2.5 

2 4 

24 

2.3 

2.1 


Such a situation is found in depression years when old assets, such 
as machines or delivery trucks, are not replaced because of weak 
finances or low* utilization of facilities. 20 Rapid amortization (or 
write-off) of war-time facilities steps up the over-all rate, as seen 
in the case of the auto parts and rubber industries between 1940 and 
1945. (Unamortized balances of ‘ war facilities wen* wholly written 
off in 1945.) Then long as these assets are continued in the gross 
plant account they have a 100 per cent “reserve” and require no 
further depreciation. The average rate fails, then it rises slowly, as 
it did after 1945, when new property requiring depreciation is added. 
A similar accelerated depreciation policy was allowed for income tax 
purposes after Korea. 21 

Occasionally, variations in the depreciation rates will result from 
using rates that vary with the rate of operations, instead of relying 
solely upon the more usual straight-line rates. The steel industry 
appears to have been the most prominent user of this method after 

20 The 1933 annual report of the Continental Baking Corporation stated: 
'‘The reduction inoDcpremtioh as compared with previous year is due to Assets 
which have become fully depicciated and not to any change m depreciation 
policy.” 

21 The balance sheet effects of such amortization can be seen in the figures for 
Commercial Solvents Corporation on page 134 Ip as well as that Company's un- 
usual writedown of plant to SI in 1930. 
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1945. 22 Some others?, like American Viscose Corporation, Endicott- 
Johnson Corporation and Westinghouse Electric Corporation also use 
this method. 

Differences in depreciation policy are ordinarily thought of as most 
serious for their effect upon reported earnings rather than upon the 
balance sheet. Yet continued# high depreciation may bv reducing the 
book investment expose the corporation to taxes on excess profits at 
some later time, partly, because it leaves less assets to be depreciated 
and partly because it reduces the apparent invested capital upon 
winch “normal” earnings arc allowed Ultracon^ervative reporting 
of assets values may also lay the concern open to charges of “profit- 
eering”; that is, earning an exee^ive rate of return on invested cap- 
ital as shown in the balance sheet. Those who favor ultraeon^en a- 
tism argue that their policy (a'> piotects against unforeseen obso- 
lescence, (b) counterbalances the tendency of repairs to mcioasc 
a* the asset agos and u*> burdens more heavily the earlier years, 
which are the most certain to bom fit Irmn a'—et purchases 

In conclusion, the subject of deputation and maintenance prac- 
tice should be given its proper perspective by noting when it w im- 
portant and when unimportant The influencing factors are: 

(a) The relative nnportann of tin d< pn c table asset* to the total 
investment. When the fixed as-its are a lanre fiaction of the total 
assets, as they are in the public hmvjcc coiporntioru, depreciation 
will be more important than when they arc small, as is u-uallv true 
of mercantile and financial concern" 

<h> The retatu c importance of the depn nation ixpensc as com- 
pared with the gross rf venues This factor will flow partly from the 

22 In tht' infl.il ion \< ns afirr 1945 Dm led StaUs Steel Corporation used le- 
placement value dcpicciuhou (1947) \V h< n thi" practice was frowned upon hv 
the SEC and a< conn tan (s becmw it \\,s n<>( based on cost, it turned to acceler- 
ated depreciation based on ro^t In ik 1{>51 annual rcpoit, the Corporation 
states (p. 33) that (1) till" depit mhon is taken on postwar facilities in the 
first years of their life, when economic usefulness is greatest, (2) is related to 
the excess of the current operating rate over the long-term peacetime average 
rate of 70 per cent of capacity, none being taktn whrn opoiutions fall to that 
level, and (3) is in addition to normal depreciation An account is given by 
S Y. McMullen, “Depreciation and High OosCV' Journal, of Atrouttlnnry, 
October 1949, pp 302-310. 

21 When the corporation reports depreciation for income tax purposes at 
more or less than the figure reported in it * annual reports, the balance of fixed 
assets remaining for future depreciation and the invested capital for excess 
profits purposes may differ materially from the leported amounts. 
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preceding point, hut will also be affected by whether plant turnover 
is* high or low and*whetlier depreciation and maintenance h a high 
or low per cent of the asset. 

(c) Rate of return earned on investment. If earning' are equal to 
18 per cent on the total investment, it is clear that an error in depre- 
ciation equal to 1 per cent of investment would he only one third as 
important as it would if earnings were hut 6 per cent on investment. 

(d) Relation of total deht to net worth. When a heavy debt exists, 

with a consequently larger share ot earning' 5 expended for interest, 
the margin for the owners i' thinned o*it. A* 5 a result, any change 
in earning', such as a correction in the depreciation or maintenance 
chai ges. would product* a more extreme percentage change in the 
net profit than if interest were absent and the total net income were 
all net profit • 

• 

The question, in the last analysis, is one of how important a varia- 
tion m depreciation policy will be in relation to the profit of the 
common stockholder Some calculate the amount of depreciation 
and depletion per 'hare of common stock to facilitate a quicker study 
of its lelatiu* importance to reported earnings. 

Income torts. The income tax has come to have huge im- 
portance in recent years. Weak corporations may understate their 
liability or fail to report clearly amounts which may be in dispute 
with the (Jo\ eminent. Earnings statements are examined for any 
mateiial discrepancies between taxes as reported and as they would 
be expected to he on the basis of report* d income. Statements are 
also studied over the past to note any assessments fot tax deficiencies 
or refund' 1 for excess payments as they affect the interpretation of 
year-to-year earning.' Footnotes that indicate the Internal Revenue 
Bureau lias reviewed the company’s returns for past years and 
reached an agreement are useful in ending one oi the cUments of 
uncertainty in both balance sheet and e. mings statement. 

4. Pension costs. The rapid increase in pension plans for employees 
in the 1940’s to supplement the limited benefits of the Federal Old 

24 Lauren ce Sligut Corporation Profits (New York* Harper and Brothers, 
1929), p. 55. 81‘*m found the relation of depreciation and depletion to net profit 
for a group of hi extractive eompaftws to be 32 2% in 1926, 42.8% in 1927; for 
158 nonextractive industrial companies, 18.7% in 1926, 23 2% in 1927, In this 
pre-SEC period, onl\ 219, or two out of five, out of 545 companies studied, 
revealed the sums charged to depreciation and depletion. 
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Age and Survivors Insurance has made their study desirable. An 
unfunded plan, under which the employer merely pays retired em- 
ployees pensions in cash as they become due, can represent a sub- 
stantial capital liability. Probably most present plans of major 
concerns are based instead upon payment? during the period of em- 
ployment to an insurance company or into a trustee-administered 
pension fund. The pension cost is thus borne during the years in 
which the employee is rendering service rather than alter retirement. 
When a plai. is set up, the accumulated liability for pa^t services for 
which no contribution has been made constitute a liability to be 
liquidated by subsequent payments. Even though the liability is not 
shown in the balance sheet, its amount as computed by actuaries and 
the probable annual costs incident to its liquidation should appear in 
annual reports and prospectuses. 

The common practice appears to be to report not (Ally the current 
contribution but also the payments for past service* among the oper- 
ating expenses. 2 r ’ Separate reporting of the latter enables the reader 
to see its relative importance to earnings, and supplementary infor- 
mation should indicate the number of years it will burden expense*. 
Permission to deduct payments into a ftvtid for pa*t service benefits 
up to 10 per cent of the accumulated liability m computing net in- 
come subject to Federal income taxes has led many companies sub- 
ject to excess profit** taxe- after 1950 to fund this liability. 2 * The 
analyst should not only relate the burden of such payment* to cur- 
rent earnings and taxes but aKo to probable future tamings that 
might be lowei* The estimate of accrued liability may be compared 
with the common stock equity even though the plan may be ter- 
minable so that the corporation has a legal basis for the customary 
omission of the item from the balance sheet. 

5. Price level changes and earnings interpretation. During the 
1940*s when reported earnings contained important inflation elements, 

The alternative of chaining surplus as a charge for past service* is discussed 
m American Institute of Accountants Research Bulletin No 36. Accounting for 
Annuity Costs Based cm Past Sn vices (1948) Data on practice may be found 
in Warde B Ogden, “Survey of 260 Pension Plans Re\eals Wide Variety of 
Accounting for Costs, Plus Some Hazards.” Journal of Accountancy, January, 
1952, pp. 44-47, and B. B. Greidmger, Preparation and ( Jertifiratioh of Financial 
Statements (New York: Ronald Press Co., 1950), pp 133-137, 269-272 

28 General Cable Corporation made full payment in 1949 but set up the ex- 
penditure as a deferred charge to be charged against income over a 10-year 
period as it became deductible for tax purposes. 



ANALYSIS OF THE INCOME STATEMENT 223 

increasing attention was given to possible supplementary statements 
that would delete *that influence . 27 Commonly suggested was the 
elimination of inventory appreciation and inadequate depreciation 
allowances, the latter because of the cost basis for plant rather than 
current replacement value. Such adjustments can only be made ac- 
curately by the business itself, which possesses the necessary details 
on costs, acquisition dates, and current values of specific assets. Ap- 
proximate estimates are sometimes made without such information. 
Thus, the percentage of price rise during the year is applied to the 
initial inventory to measure the amount which would have to be 
earned and retained merely to maintain an inventory of the real 
value or purchasing power equal to the initial sum. Inventories kept 
on a LIFO basis would not require such an adjustment. If the gross 
replacement value of the plant and "equipment is known, jot can be 
reasonably estimated, the over-all depreciation rate can be applied 
to it to obtain the depreciation m current dollars . 28 This amount 
reflects what the business would need to recover in its costs to equal 
th(? fixed assets being used up at current values. During a given year, 

27 The greater \iolenco of inflationary forces in Europe, notably Germany, 
has resulted m wider recognition of the inflation fartoi in accounting practices, 
e\en for income ta\ puipoH's. The differences me illustrated for Sweden by Per 
V A Hanner of the Haudelshogskolan. Stockholm, m “Accounting and Taxation 
m Sweden m Relation to the Problem of Inflation;*! v Profits/’ Accounting ftc- 
s torch, January, 1950 pp 257-265 Depienahon on replacement cost is reported 
a< accepted for com accounting purposes, piotiding a parallel to LIFO for m- 
ventones Yet Swedish price indexes reflected le<- inflation for the period 1939- 
1948 than the United States, although the puce h vel rose mor^ violently in the 
former country in the first three years of that pi nod 

28 Thus, Caterpillar Tractor Company estimated (1948) that if depreciation 
had been bail'd on replacement rather than original co<*t, it would have been 
increased about $1,500,000 over the $3,777,800 repoited, and net after income 
tax reduced about $930,000 If the problem is to measure real or economic 
profits, an index of general purchasing power would be applied lo initial in\en- 
tory or to the original cost of the fixed assets Inventory appreciation in a year 
when the general price level is constant would l n^titute a real profit when 
realized. In this respect LIFO, by using most recent purchase cost and so help- 
ing the business to realize the need for a selling price that will permit inventory 
replacement without financing, meets a practical problem rather than providing 
economic analysis The use of replacement oo&t rather than purchasing power 
equal to original aost for calculating +he adjusted depreciation base is a similar 
type of solution. Such a solution is probably more useful as a basis for mana- 
gerial decisions than a pure purchasing power analysis because competition is 
typically in terms of current or replacement costs. This managerial problem is 
discussed m ‘‘Measurement of Profits for Executive Decisions” by Joel Dean, 
Accounting Review, April, 1951, pp. 185-196. 
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the inventory inflation plus the inadequate depreciation allowances 
are used to measure the amount by which reported, earnings overstate 
real earnings . 29 Unfortunately, income taxes are based upon reported 
rather than real, or economic, earnings. When these two inflation ele- 
ments in .reported earnings are compared with the amount show n as 
retained earnings, the lattcr,will often be found to be insufficient to 
maintain the integrity of the stockholders’ investment during years 
of inflation. Some busjnesses have been obliged to borrow in such 
years to make up the deficiency. 

Where the price level change is sufficient to make adjusted earnings 
of interest, management might well assemble and make available 
such figures in addition to the conventional statement They could 
have value to common stockholders analyzing their economic posi- 
tion and the extent to which result* are due to pacing inflation or 
deflation, as well as for management in wage negotiations, in public 
relations to deal with charges of “profiteering,” and for other man- 
agerial decisions having to do with pricing, expansion, and profit- 
sharing. 

This chapter was devoted primarily t<> the operating section; the 
next considers the remainder of the income statement. 

29 An estimate b\ the Maihmciv .aid Ailnd Pmduets Iiishlutc (Chicago) of 
the inflation influence on repoited co* potation piofils w as lolhms 

(Billion-* of I)o!l uD 



1916 

1947 

1948 

1919 

1950 

A> reported 

13 9 

IS 5 

20 9 

17 0 

219 

A" COllTCtl (1 

74 

10 7 

16 1 

16 7 

14 1 

Differences 

6 5 

7 S 

IS 

0 3 

78 


The V S. Deiwit merit of Comn ouhli^hes estimates of I ho contribution 
made by invent on' gain" m lo-M" to raining' befoie tav's 

^ The argument for supplf inenUrv fininml "t.iteiuenK m cunent dollaif* \> 
elaborated by James A. Lanbani m a note in the Journal of A< tountancy. June, 
1950, p. 519. An example of Iht Mgnifnmm of smh data in wage disputes is 
found in the Testimony of W. \ Paiori an<* H. Tippit before the Presidential 
Steel Board, summarized m the Journal a) Accountancy, October, 1949, pp. 344- 
350 The problems and a methodology for such statements are found in R. I> 
Kennedy and S. Y. McMullen, Financial Statement* (Homewood, 111 Richard 
D. Irwin, Inc., rev. ed , 1952), Chapters 16-20 A cartful examination of the 
illustrative case in Chapter 20 will point up the problems arising in such matters 
as the selection of suitable deflationary price indexes and the assumptions that 
an outside analyst is obliged to make in matters such as the acquisition dates of 
assets. The latter problem would not arise where the company’s own accountants 
with access to the records were making the analysis. Also see W. A. Patoo, 
“Measuring Profits under Inflation Conditions/’ Journal of Accountancy, Jaru- 
ary, I960, p 12. 



CHAPTER 'X 


Analysis of the Income Statement 
(Continued) 

“Nonoperating’* or “other*’ income. Nonoperating income is 
nominal or unimportant for mo*t businesses*, hut for some, especially 
certain large, corporation* it 1 * uNcon*ideiiible significance 1 Ju«t 
as nonoperating asset* an* studied for difference'* between balance 
sheet and current \alue and lor their conti lbution to solvency, their 
income i* studied to dwovei an\ imoim potential not appearing as 
refioited earnings Mod olten such assets are m\ t *tments. the divi- 
dend income Horn which may only letleet their earning* in part. 

Investments may ordmaiilv be grouped under tluee chief heads 

1. Credit obligations wall a fixed income claim 

2. Ownership obligations of a marketable nature, with a more or 
less vaiiahlo income icturn 

3 Otlai pi opei tv or seem ities, winch may upiesent an interest 
in related businesses that are not likely o be *old and which limy 
contribute to earning* mdno< tly, a* bj st.pplvmg * **\‘uual law ma- 
terials or affording market outlets 

In the first class would fall United States, municipal, and other 
bonds that are held as either temporal v or permanent investments. 
Such holdings will afford a source of income of a constant, though 

1 A different u«?o of ‘ nonopcriting” is the “irregular and unpredictable more 
or less fortuitous and incident ,\\" given in the American Institute of Accountants 
Research Bulletin No 32, p 260 In financial circles, it i* more usual to refer to 
these items as '‘extraordmiu v gain or Io*« ** Such usage is confusing and in the 
opinion of this author unde*ftable bccau*e many iriegular it< ms aie closely con- 
nected with operations The allied tendency of grouping nonoperating income, 
such as dividends, with the sales* • ' the beginning of the income statement 
before deducting any of the expenses provides a mixed ba.se of gross and net 
items not properly comparable to the operating expense's, as m a percentage 
analysis. 
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usually not a very substantial, nature. Nonfinaneial corporations do 
not, as a rule, find it advantageous to use their funds in this direction, 
because of the comparatively low return on such investments. Con- 
sequently, the presence of an investment in another corporation’s 
bonds is likely to indicate some interest in that corporation's well- 
being. A company might take this means of financing an affiliated 
enterprise because it could borrow the capital on its own credit more 
advantageously than could the minor corporation. 

Where the investment falls in the second class, the income may 
still represent a fairly constant and possibly important source of 
revenue. This lias been, and still is, the case with many of the larger 
railroad corporations which own many parts of their system not by 
direct title to the physical properties but by stock ownership. Where 
the corporation under study i* able to control the corporation in 
whose stock it has invented, the dividend policy may be varied to 
meet the needs of the parent company There have been rases where 
the earnings have been retained in the subsidiary company until th(^ 
owning company suffered a period of low earnings, when dividend 
declarations were made so that the increased income from invest- 
ments would somewhat offset the smaller operating profits. 

More and more common is the practice of reporting in supple- 
mentary footnotes to the statements the amount of any earnings of 
such related companies not received as dividends . 2 Earning power 
that otherwise might be hidden i* thus revealed to the careful reader. 
Because such undistributed earnings do not appear in the income 
statement or # rcported earnings per share, they are sometimes re- 
ferred to as “hidden/' J Or, if .securities are of companies for which 
independent information is available, disclosure may take the form 
of indicating the amount and nature of such holdings. Similarly, in- 
formation may be given as to changes in the book value of common 
stock equities or changes in their market value. 

Sometimes substantial income may be derived from sources that 

2 Thus, Texas Company reported (1951) that estimated net earnings of non- 
subsidiary companies exceeded dividends received by approximately $50,000,000 
It notes, however, that distribution would have been subject to certain foreign 
and V S. Federal income taxes as well as exchange difficulties. 

8 Exceptional is Robert Gair Company, Inc., which reports earnings in the 
usual manner and also including its equity (60 c 4) in the undistributed net in- 
come of Southern Paperboard Corporation In 1950, these two figures per share 
of common were $2 67 and $3 37, respectively. 
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are represented by small, or no, value in the asset column. Royalties, 
such as duett, Peabody and Company, Inc, has derived from its 
Sanforizing patents, would be an example. The problem in such 
cases is to estimate the probable future of such income, which may 
he limited as by t lie life of the patents. 

The sum of the ‘‘other income” and the net operating income, some- 
imes labeled “(boss Income” or “Total Income,” is the amount 
available for the usual nonoperating deductions. The nature of these 
nonoperating expenses was discussed in Chapter III. on profit and 
loss statement construction. For the average reader, two items in 
this class are of major importance at the present time — taxes on in- 
come and “fixed charges,” which has come to me*tn the fixed return 
for the use of borrowed funds and sometimes rentals under long-term 
leases. a 

Interest charges. Because the interest charges are a financial ex- 
pense the amount and even the existence of which depends upon the 
form of financing, they are generally excluded from the operating 
section and the operating ratio in analytical work. A business paying 
interest ordinarily gets its funds at a lower eo>t to its owners than 
if it had employed preferred or common stock, but it assumes the 
risk of insolvency In financial circles, interest charges and fixed 
charges are practically synonymous. The chief exception the rail- 
road, with its other fixed charge^ chiefly rentals for the u<e of other 
roads and joint facilities. These rents are for the use of capital, and 
are consequently grouped with interest, as fixed charges. With the 
growing interest in the sale and leaseback of real estate, it becomes 
increasingly important that rents be included among the fixed charges 
whenever they are payable under leases that run for a number of 
years 4 

In studying the margin of income available for the interest charges, 
it is usual to state how many times these charges have been earned. 
The following figures may be used to illu nate the method: 

Income after deduction of all operating expenses and taxes $500,000 

Bond Interest 200.000 

Balance % , $300,000 

4 The Securities and Exchange Commission m Regulation S-X t Rule 12-10, 
Note 5, requires disclosure of any untals under leases running for more than 
three years and th*ir minimum annual amount if they are conditional whenever 
such rentals are significant. , 
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Here the bond interest has been earned 2 Vsj times over In other 
words, the income available is 250 per cent of the interest requirfe- 
ments, or it might be stated that ‘‘earnings exceeded the interest re- 
quirement by 150 per cent ” It is necessary that this margin be 
studied ovei a senes of yeais to see how it stands m poor as well 
as m good year« A stable t mai gin ot safety is iuot to be desired 
than a wide margin 

Some prefer to figure cmeiage by duiding tlu fixed chaiges into 
the balance of income before income taxes because such nuome taxc%^ 
are only payable on any balance remaining after 4tdi changes 
Strict logic is wholly on the side of this second ippioaeh \ct the 
first method which grew up when income taxes wut ulahwb un- 
lmpoitant will piobahly continue to be um( 1 by many engaged in 
financial work A fust aigumen* will he that of using the more « c*n- 
«ci\at no’ me isure of c o\ oragt The eo\CMge djtn tixcsmiy cue 1 
more t epic s( nt ttne figuie tor some coipe r diems ot pc 1 form me e in 
ordinan or noimd \eaa than one before texts in w u \i us 

♦ 

when excels profits taxes are s< < opmg <»ff the unu-uil e linings of 
«ueh yc ir*- \ ( ond ugument is thit intercut eo\u ige Ulu t ix< - 

vields a figuu more tompai ible to the ciMonnn pi t kind dividend 
coverage figuie Commonly the litter is leuind 1>\ dividing the m t 
income belou inteiest }>ut aftet t i\t s In the >um 01 t I k mteust anti 
pieferied dividends T his our-all 01 tombmtd ooverige figuie tor 
the prefund is in turn employed to n ml tl < ant mil in n-ults 
often obt mud b\ the ippmnth -implex pioeeelun ol dividing pie 
ferieo diudc pels alone intone t after mte ic st md 1 1 \< - \\ nil a mu ill 
piefcrrctl huir and 1 kune bond issiu the simple proa elute e an 
grve a higher eoveiage tor the prtfmcd stock thin the bonds and 
make them appear a ‘-aft 1 issue The in\cs(oi wants 1 put of cenei- 
age figuie - foi bonds and puf cried -tock that will spb-1 uitiallx re- 
flect their relative position This earn only be done by treating the 
preferred as a junior claim whose toitimis like those of a second 
mortgage," au bound up with those of the pnoi claims 

' AetuilK this combined emu igc figuu for prrfcirrd dividends plus intoiost 
into income <ifl<r fixes orehnirilv nukes tor understate m< nt just is does th* 
dividend covongo done figuied with income aftn fixes let obton in over-all 
preferred dividend coverage figure statistically compatible with inteiest covei- 
age based on the logieally corioct net b(fore axes would requite a me>re elibo- 
rate calculation than is found in ordinal y practice It would be necessary to 
divide income before taxes by the sum of interest preferred dividends, and ,m 
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Where more than one issue of bonds is to be considered, all the 
charges of preceding issues must be considered; or else the “times 
earned” figure may be misleading. The following will illustrate this 
point: 


Income Available fo»* Fixed Charges $400,000 

Interest on First Mortgage Bonds t 100,000 

Balance ^300,000 

Interest on Second Mortgage Bonds 50,000 

Balance # . $250000 


The interest on the first mortgage bonds has been earned four 
times, and, as far as the arithmetic goes, the second mortgage in- 
terest has been earned six times <$300,000 $50,000) . The figures 
so stated make the showing for the weaker bonds better than for the 
prior lien. The error here lies in overlooking the fact that tiro $50,000 
is a secondary charge that lias its fortune linked with that of the 
first charge. The correct method of stating the coverage for the sec- 
ond mortgage bond interest is: “when combined with prior charges, 
it is earned 2% times ($400,000 ~ $150,0001 By this “over-all” 
method of stating the coverage of successive claims upon earnings, 
a series of figures will be had which will measure the relative finan- 
cial strength of the several issues. 

Certain minimum standards for “times earned,” in order for a 
bond issue to enjoy “investment” standing, have prevailed from time 
to time. Formerly, this minimum requirement was about two times 
for railroads and public utilities and three dines for industrial com- 
panies. With the persistent decline of interest rates m the 1930s, 
the tendency was for these standards to be raised until a minimum 
coverage of three (after taxes) is expected for the mure stable utilities 
in ordinary times and more for concerns with less stable earnings. 
However, the real problem is less a matter of a formal standard than 
the reasonable expectation on the basis <r all known factors that 
the company will be strong enough under the most adverse business 
conditions to continue to meet its debt obligations and avoid insol- 

* 

amount equal to the income tax payable if earnings were just enough to pay 
the preferred di/idend. This is the amount a corporation must earn to cover 
the combined charges once. Such a formula would recognize that the stock- 
holder does not strictly come after the income tax collector but rather shares 
with him in the balance after expenses and interest. 
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vency. Large industrials, with their more fluctuating earnings, may 
nevertheless be able to care for unearned interest and even some debt 
retirement by drawing on working capital when current earnings are 
inadequate. Even concerns with poor earnings may have depreciation 
allowances representing a factor of cash strength hidden from the un- 
skillful reader. 

As pointed out before, a business ordinarily counts on the sum of 
its depreciation allowances plus retained earnings for the year as 
providing funds for Business uses. 6 In good years, these may be used 
for asset replacement or expansion or for debt reduction. In yeats of 
poor earnings when even asset replacement is at a minimum, they 
(or the net balance of depreciation minus any deficit or reduction 
of Retained Earnings) may be used to care for unearned interest or 
required debt repayment. 7 Som,e would recognize the special noncash 
nature of depreciation expense by making a supplementary calcula- 
tion of interest coverage using the net before depreciation. Probably 
most analysts prefer to omit such a calculation and instead note to^ 
what extent the depreciation allowances provide a margin for meet- 
ing not only the fixed charges and also any compulsory debt retire- 
ment; the latter does not appear in the income statement but never- 
theless has to come out of the cash flow generated by operations. 
Such debt repayment may be in the form of serial maturities of bonds 
or term loans or of minimum sinking fund requirements. During the 
1930’s, disturbing to railroad finances, attention was frequently di- 
rected to the depreciation allowances as a factor enabling some roads 
to care for unearned interest and serial debt maturities, chiefly equip- 
ment trust obligations. 

* See Chapter VIII. Other noncash expenses, such »s bond discount amortiza- 
tion, and similar items mentioned there should also be recognized. 

T In the decade 1935-1944, Hudson Coal Company showed interest charges 
earned in only two years. Its depreciation and depletion allowances were 80 
substantial that cash flow from operations nevertheless cared for all interest 
payments and after 1939 permitted the Company to more than cure its default 
in required sinking fund. Interest charges were reduced from $1,682,000 in 1935 
to $1,179', 000 in 1944. Arthur Jansen, “Safety of Hudson Coal Interest Charges 
Improved,” Barron’s, March 26, 1945. An important factor in Western Union’s 
ability to pay for a $60 million modernization program begun in the 1940’s and 
at the same time reduce funded debt is found in its substantial depreciation 
allowances. In 1946, the Company increased its allowances to provide for the 
heavy obsolescence charges over a twelve year period. C. F. Horlacher, “West- 
ern Union’s $60 Million Future,” Barron's, May 12, 1947, p. 22. 
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Depreciation will be much more important in some fields than 
others. The air traftsport field with its relatively large fixed invest- 
ment in short-lived planes is an example of an industry where depre- 
ciation is important. In 1948, American Airlines, Inc. reported a net 
operating deficit of $1,855,000 before interest of $1,092,000 on its 
$40,000,000 debt. But depreciation expense amounted to $12 million 
or more than 13 per cent of the $89 million gross revenues. 

Income taxes. Income taxes are levied upon the balance after in- 
ter^!. Certain points of interest to the statement reader may be 
mentioned here even though some of them have been suggested ear- 
lier. (1) The analyst is concerned with the possibility that the tax 
may later prove to be over- or understated. Over the long run, the 
subsequent corrections will make the total record accurate, fyut short- 
run judgments about the earnings or working capital position of a 
particular year may be seriously in error. (2) Differences between 
the income reported for tax purposes and for the public will have 
interest. Footnotes to the income statement may provide informa- 
tion on the point. 8 

(3) One should be alert to the indirect influence of taxes upon 
operations. When very high taxes appear temporary, as in the case 
of excess profits levies, corporations find it advantageous to spend 
on those expenses, such as research, development, and mineral ex- 
ploration, for the hope of future profits in less heavily taxed periods. 
Even capital expenditures, as for new equipment, become advan- 
tageous if they may be depreciated rapidly lor tax purposes and yet 
are likely to have utility after the write-off period or will improve 
competitive position, 

(4) The tendency to use debt instead of stock issues for financing 
is encouraged by high tax rates. Corporations subject to a 60 per 
cent tax rate have to earn $2 before taxes from operations to be able 
to have earnings of one dollar for the stockholder investor. In effect, 
such a tax doubles the cost of owned capital. Only the single dollar 
needed for interest has to be earned to care for the income claim of 
the creditor. However, mo^ concerns after incurring debt are likely 
to increase the pfoportion of earnings to be retained to provide for 

8 For examples see B. B. Greidinger, Preparation and Certification of Finan- 
cial Statements (New York: Ronald Press Co., 1950), p. 292. 
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debt retirement The reader will expect the proportion of earnings 
devoted to dividends to decline as the relative ddbt burden rises 
(5) Finally, the coiporation reporting any substantial nonrecurring 
or extraordmaiy gains or losses should help the reader m his inter- 
pretation by stating the poition of the income tax or tax i eduction 
attributable to such special' items 1 
Extraordinary and nonrecurring gain and loss. During the 
1940’s, a considerable debate aio^e over the proper form for reporting 
gams and losses of an unusual character The Amencan Institute of 
Accountants the Amencan Accounting Association and the Securi- 
ties and Exehaitge Conmii^jun paiticipateel m the controvcisy lf) 
Although ace minting practice pnoi to that time was neither uniform 
nor clearly enunciated one stapdud was the inclusion of such gams 
or losses m the earnings it cleaih ocunring within the leporting 
period 11 Any items which wert la) the result of pnoi }eais’ opera- 
tions or (b) not actudly of a gain oi Joss character wcie to be re- 

♦ 

9 The \ inous c ts of (hi prinui If ue discuss cl m tin Ainnu m Institute 
of Aerountmts Rrscaich Bulletin \o 23 Accounting for Income Tixes' 
(1914) Hilton Hotels C oipoi ition in t m\ p u >umnmn of its minings (1951) 
repotted the net profit Rte i mcoim t ixc s toi its ordirun ojuiitions and then 
had a HCtion dc \ oted to other additions ind dc due t ions from me onu uk till- 
ing such items is g on oi lo-v on the sile or ibindonrmnt ot iapitil islets 
refinancing expenn profit on "tic ol sk until"* pctnl contimution to pension 
trust, ind interest on \n addition il iruoim tax i^sossnunt this section shows 
its own provision (or (redd) toi ipphe lble income t ix< ^ 

1C The position of the Institute r> M itcei in Rts( nth Bull* t up Nos 32 (1947) 
and 15 (1948) win le the cum nt ope r Ring pc riorm mee stiff mint is lehoedtel 
as against the* all-mc lusivi income stitcnunt Art t he committee directs 
attention in the first bulletin 'to th( unde sir ibihtv m miriv uw > of the dis- 
semination of inform it ion in which mijor prominence is giwn to i single figure 
of net income or ‘net income per share md recommends tint when such 
income dati are published the amount of cxrlndod items bt published sepa- 
rately and simultaneously” with the net income figuu (p 264) Espousal of the 
all-mclusive income stiternent llso cdle 1 the (lean surplus' doe trine mav be 
found in the bulletin of the Amcurin Accounting Assocution Aceounung 
Principles Underlymg Corporate Iinincial St dements At (minting Rtvnw, 
June, 1941, pp 133 139 The Securities and Exchange Commission provided for 
a statement of gains ind looses not included m the determination of net income 
at the bottom of the income stile mint is filul with it in Rule 5-03 item 17 
revised Regulation fe-X (Dec 1950) Jbor eomiruflit ^ec Institute Research Bullo- 
tin No 41 (1951) * 

11 Examples Loss from harards not co\e red bv insiu into as by fire, humtane, 
or floods, gam or loss on the sale of fixed assets or securities, gam or loss from 
foreign exchange fluctuations, gain or loss fiom the repurchase or redemption 
of debt, refinancing expense, special litigations costs with any loss or gain 
therefrom, and life insurance proceeds 
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garded as surplus changes and not a part of the income statement. 1 * 
This test is not always easy to apply in practice. Capital gains and 
losses from the sale of securities or fixed assets are realized at a 
definite time but may represent gradual value changes over a period 
of years or incorrect allowances for depreciation in the past. Such 
reasoning often led to their treatment surplus items. Even a loss 
definitely occurring in a given year might, if it were large and un- 
usual, be argued to be a proper surplus charge on the economic theory 
that the retained earnings represent in part an accumulation of “risk 
premiums” for business hazards that ocaur irregularly. 

But recent years have seen the accounting profession giving in- 
creased attention to the reaction of statement readers to their handi- 
work. They have noted the undue but common overemphasis upon 
the not income figure or net earnings per share of common stock 
Interestingly, this discovery of the weakness of the ordinary reader 
has led to opposite schools of thought: the first, that net income 
should reflect only the ordinary and regular elements of gam and 
loss; and the second, that net income should be all-inclusive. The 
first group reasons that only the gams and lo«e^ of regular recur- 
rence aie suitably used a« a basis for the projection of future earnings 
probabilities. Probably tins point of view is most justified when the 
earnings for the immediately preceding year are u«ed for forecasting 
the near-term future Much spec iative activity is based upon such 
short-run projections The second group argues that irregular items 
relegated to the surplus account arc overlooked by ordinary persons 
studying the net income record (Jain or loss closely related to opera- 
tions may be lost sight of. Also they argue that, whatever the cause, 
only long-run earnings that encompass all of the owners’ profit and 
loss can be an adequate basis for judgments of security valuation. 
Such a measure is to be had only by including the extraordinary and 
irregular in the reported net income. 

A desirable solution is the full reporting o i two figures, one that 

12 Examples: (a) Additional assessment for or refunds on Federal income 
taxes for prior years, recovery of rocci\ablfs previously written off, and correc- 
tion of accruals foj prior yeafcs. Also note argument in text for classification of 
such items as gam or loss from sale ot fixed assets here (b) Dividend distribu- 
tions, surplus (or retained earnings) < Ganges resulting from the purchase or sale 
of stock at a price differing from the amount paid-in, write-down of the intan- 
gible asset good will, and transfers to and from ‘‘appropriated surplus’ 1 accounts 
of a “surplus reserve” nature 
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excludes and one that includes the extraordinary and irregular gain 
and loss elements. But the reader needs to go behind both figures, 
because neither may be wholly suitable for his purpose. No single 
treatment will ever be universally satisfactory because the interests 
and purposes of readers differ. A commercial banker making a term 
loan may study the income statements to discover the probable cash 
likely to be generated by operations to pay not merely interest but 
the principal installments of his customer- borrower. A speculator is 
interested in a short-term income projection as it may influence mar- 
ket value. The investor will be concerned abom, long-term earnings 
and dividends both as to probable amount and stability. 

Where these unusual items are attributable to operations of prior 
years and are material, and their allocation to such earliei years is 
reasonably clear cut, as in the case of income tax readjustments, the 
business and its accountants might well consider reporting a recon- 
structed set of income statements with the year-by-year data revised. 
The analyst is interested not merely in the total 01 average earnings , 
but also in their year-by-vear distribution and stability. In other 
cases, even though the unuMial item* are admittedly related to 
regular operations, no such nice reconstruction is practicable and the 
reader can only use such figures to adjust or correct his average of 
past net income from ordinary sources In still other cases, items 
may be genuinely extraordinary m the sense that they may never 
recur again. Possible recurrence becomes a study in probabilities or 
risk. Past occurrence cannot be made a basis for an exact measure- 
ment of future probabilities. The accountant, who is necessarily lim- 
ited to making a record of the past, can only hope to minimize mis- 
leading inferences by those who u^e the statements he prepares by 
adequate disclosure and the use of forms that are likely to minimize 
misinterpretation. Sometimes there is no one best form and the 
optimum must be selected by the reader in the light of surrounding 
circumstances. Even the annual report itself may include what 
amounts to three presentations of income: (1) a formal and detailed 
certified statement suitable for the use of the skilled analyst, (2) a 
more condensed form for a number of year?* in which detail is subor- 
dinated to illuminating broad tendencies, and (3) a brief table of a 
few major elements of income and profit, usually for the last two 
years. However well this job may be done, a large job of interpreta- 
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tion and application will remain for the reader or analyst, who will 
find the material fdr his work in the first of these three. 

The individual reader can formulate his net income data with such 
inclusions as best fit his objective. When the results are to be used 
by others and a reasonable difference of opinion might exist over the 
appropriate handling of the extraordiftary items, two courses of 
action are possible. For example, such figures as the “ times interest 
earned” or “earned per share of common stock*’ might be calculated 
on the two alternative bases, as before and after the inclusion of 
extraordinary items or only the one calculation deemed most suitable 
given. The latter figure might be qualified by accompanying comment 
on any material items that might have been handled differently. 

Dividends. The stockholders’ attention is likely to center upon 
the net income or net profits and any dividend distributions. The 
preferred dividends are unlike the interest charges in that their pay- 
ment is contingent upon their being earned, and they are spoken of 
as “contingent charges” in contrast to the “fixed charges” on bonds. 
They may be deferied without any admission of insolvency. In this 
respect, + hey are like the dividends on common stock, a similarity 
that leads to the practice ol stating the net income at this point as 
so many dollars earned per share of preferred. Tims, net income of 
$250 000 with 15,000 shares of preterred stock outstanding, as in the 
following table, would be stated as $16.67 earned per share of pre- 
ferred. Except m the rare cases where there is participating preferred 
stock, the holder of this stock has no expe* f ations beyond his stated 
rate of dividend. (But, if this preferred participated* equally with 
the common after the latter had received a $3 dividend in any year, 
the preferred would be said to have earned $8.87 on a participating 
basis. $6 plus $ 100,000 ~ 35,000 shares. Any preferred dividend in 
excess of $6 would depend upon a similar declaration upon the com- 
mon in excess of $3.) Any excess is merely ^ protective margin. This 
condition suggests the advisability of stating the margin of safety 
for preferred shares in the same manner as for bonds; that is, the 
number of times the charge has been earned. In calculating the 
“times earned,”* the preferred dividends would be treated like the 
interest on a junior issue of bords. 

If, in the last illustration used, it is assumed that the corporation 
had $3,500,000 of capital stock, of which $1,500,000 was 6 per cent 
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preferred and the remainder common, both of $100 par value per 


share, the statement would read: 

# 



Amount 

Times Earned 

Income Available for Interest 

Interest (first mortgage bonds) .... 

$400,000 

100.000 

4.00 

Balance * 

Interest (second mortgage bonds) ... . 

CO 

ii 

2.67 

Net Income (or Net Profit) 

Preferred Dividend ($6 on 15.000 shares) 

$250,000 

90.000 

1.67 

Available for Common 

Common Dividends (S3 oif 20,000 shares) 

$160,000 

60.000 


Retained Earnmgs 

$100,000 



* Earned on Common Stock, $8 00 per share. 


Just as the per cent earned on total investment (bonds plus tan- 
gible net worth) is studied as a measure of general earning power, 
so the per cent earned on the tangible investment of the common 
stockholders reflects the ''productivity’’ of their capital contribution/ 
The latter per cent will depend on the former per cent and the cost 
of the funds derived from bondholders and preferred stockholders. 
When the rate paid these more protected investors is lower than that 
earned on all of the funds used, the common stock equity will be able 
to show a correspondingly higher return than the total capital earns, 
and vice versa. In every case, the reasons for any changes in earnings 
rates should be sought, because the reasons are likely to he as im- 
portant as the changes. 

The situation can often he visualized best by setting down the 
capital structure and showing opposite the shares of the various in- 
vestors with the respective rates. Such figures for our illustrative 
company would read: 



Ai^nunt 

Share, in 

Rate of 


Invested 

Em rungs 

Return 

First Mortgage Bonds . 

$2,500,000 

$100,000 

4 % 

Second Mortgage Bonds 

1,000,000 

50,000 

5 

Preferied Stock . . 

1,500,000 

90.000 

6 

Common Stock 

Retained Earnings (Surplus) 

2.000.000) 
2,000,000); ' 

160,000 
, 9 

4 

Totals and average return 

$9,000,000 

$400,000 

4.4% 


In this case the common stockholders actually made less upon their 
total investment, including retained earnings, than the rate paid for 
some of the prior obligations. If the preferred could be repurchased 
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for par, retained earnings would earn more invested in that way than 
the average dollal^ of invested long-term funds. 

The rate earned upon the common stock equity is particularly sig- 
nificant in growth situations because a corporation earning a high 
rate of return can finance a substantial part of that growth from re- 
tained earnings and build earning pow\;r per share correspondingly. 
A low rate of earning power compels a company either to expand 
very slowly or to resort to financing. The company with a high return 
can offer a better margin of coverage and more rapid repayment 
when it does use prior securities. * 

When high return on common stock equity is pioro the result of 
profits from heavy borrowing than of a high return on total in\cst- 
ment, the corporation is likely to need to use much of the extra 
return for debt reduction. The low rate paid for Mieh^boi rowing 
usually moan* N hat earnings retained for debt repayment save but 
little. Consequently they add but little to earnings for common, es- 
pecially after the added income tax on income from which the in- 
terest was previously a deduction Nevertheless the additional safety 
from debt reduction may be ample justification for such retention 
and debt payment. 

The position of the common dividend is not judged by the “times 
earned’’ device, chiefly because it is a variable itself. The coverage 
of all the prior charges is a men are of tin position not only of the 
weakest junior issue but also of the common stock, the general 
strength of the latter being greater as th* measure rise®. Sometimes 
the percentage of net profits available fo, the common stock that is 
distributed and the percentage that is retained are studied. The pro- 
portion should not be a matter of rule, but should be governed by 
the need of the business for funds and the relative advantage of re- 
tained earnings over new financing. In the 1930’s when business was 
depressed, corporations were able to distr* most of their earnings 
because the opportunities for expansion were small. A fcw T concerns 
were under pressure to reduce debt. In the years following World 
War II, the reverse was true, not only because growth w r as resumed 
in a large way .but also Because additional dollars had to be invested 
in current assets because of a rising price level. Moreover, deprecia- 
tion allowances were less than the dollar cost of replacing retired 
fixed assets. 

Studying dividend outlook. The probable dividend policy of a 
corporation is best judged from its past record with suitable allow- 
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ance for changing external business conditions. Sometimes the man- 
agement states its general ideas in the annual report. The balance 
sheets are as necessary as the income statements to learn why earn- 
ings have been retained and to what extent. Sometimes a period 
of bad times depletes working capital, and retained earnings are 
required for its restoration. On occasion, a concern has a capital 
structure that is top-heavy with bonds or preferred stock, and the 
balance can be corrected only by retirement from earnings. Most 
frequently, a need for improvements and expansion provides the 
reason, and earnings provide a means without the recourse to the 
issuance of additional securities. 

No definite rule can be laid down for judging dividend possibilities, 
but six chief factors should be weighed: 11) the* presence of retained 
earnings (earned surplus) not .subject to restrictions; (2) the amount 
of net profits for the preceding or current period; (3) tiie condition of 
working capital; (4) the stability of earnings; (5) plans for expan- 
sion or contraction; and (61 the temperament of the directorate. The 
presence of a balance sheet surplus is ordinarily a legal prerequisite 
to cash dividends, although a few states permit distributions from 
current earnings while a deficit exists. A fair showing of profits and 
sufficient surplus of working capital are most desirable. The opinion 
of the board of directors as to all of the factors, plus their personal 
temperament, will determine the dividend declarations An unstable 
dividend rate normally associated with unstable earnings, and yet 
some directorates maintain a fairly steady dividend rate through 
good and poor times for the -ake of the investment standing of the 
corporations' securities The accumulation of surplus and a reason- 
ably strong cash position are essentials The effect of expansion plans 
is similarly dependent upon the directors’ preference for retaining 
profits or selling securities to finance the expansion Industrial and 
railroad corporations finance a major part of their expansion through 
earnings retention. Such debt as they have incurred in recent years 
they have planned to retire from retained earnings and earned depre- 
ciation funds. Public utilities offer a sharp contrast; they finance 
the bulk of their growth by the sale of securities. 1 1 When common 

13 The situation is reviewed in H. G. Outhmann, “Institutional Investment 
and the Problem of Equity Financing,’' Law and Contemporary Problems 
(Durham, N. C.: Duke University), Winter, 1952, pp. 172-197. 
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stocks are difficult to sell at suitable prices, they sell prior convertible 
issues. They distribute the bulk of their earnings in dividends. 

Stability of earnings. Stability of earnings over the business cycle 
is important. Because net operating earnings are generally the chief 
determinant of the final net income, the factors that cause the former 
to vary receive the closest study. Th<% few concerns that receive a 
substantial portion of net income from outside investments should 
be given special scrutiny, because, as previously suggested, dividend 
income docs not necessarily reflect earning power. 

One measure of stability or variability is to measure the “average 
deviation” of earnings. An average is obtained of the differences 
between earnings in each year and the average earnings for the 
period. This average variation is then stated as a percentage of the 
average earnings. The chief defect this device lies in the fact that 
persistent- growth, especially if punctuated by mergers, will create 
variations in the most stable kind of business A possible solution of 
this difficulty for those who are statistically inclined would be to 
measure the variations not from average earnings, but from a secular 
trend fitted to the earnings. A simpler method would be to study the 
per cent earned on the total investment; that is, bonds plus tangible 
net worth — which would allow for the growth factor. 

The simplest approach that is used most often is a graphic presen- 
tation upon a type of charting r per that shows relative fluctuation. 
(Ratio or semi-logarithmic scale is discussed in the next chapter.) 
This approach is especially useful for 'ntercompanv comparisons 
over a period of years. 

Over a short period and when the growth is not a large disturbing 
factor, the actual earnings figures in dollars are useful. Such figures 
for twenty-nine industrial groups, the railroads, utilities, banks, and 
insurance companies are shown in the table on the following page . 14 

14 Moody's Manual of Invest meats, Industrial. !051 , pp. al2-al4 Other com- 
parative figures for various industries arc compiled annually by the National 
City Bank of New York and published in its monthly bulletin (April issue). The 
old list of 871 industrials cited in the previous edition of this textbook has been 
replaced with a new one of 430 companies. Many unimportant companies were 
dropped and 52 new compares of rising importance added. The two lists have 
a very similar trend, but the old list showed a net deficit for the combined 
industrials; the new one gives a 'mall earnings balance in 1932. Many com- 
panies with huge deficits in 1932 never regained their former importance and 
were subsequently dropped. 
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EARNINGS OF LEADING CORPORATE GROUPS: 

1929, 1932, 1937, 1940, 1950 4 

Balance Available tor Preferred and Common Dividends 
(in millions of dollars) 


No of 
Com - 


Corporate Gioup 

panics 

1929 

1932 

1997 

1940 

1950 

Aircraft * 

7 

62 

d 1 

90 

50 5 

59 2 

Auto & Truck 

13 

347 6 

d 47 5 

256 0 

239 0 

1,041 1 

Auto Paits 

V- 

89 9 

d 19 4 

62 0 

68 6 

218 0 

Building 

24 

105 9 

d 26 4 

90 5 

84 2 

284 6 

Chemical « 

21 

167 2 

35 8 

1807 

181 1 

693 3 

Coal 

4 

16 3 

d 2 4 

6 

76 

24 9 

Containers — Glass 

3 

77 

43 

13 4 

110 

33 7 

Cont uners— Tin 

3 

. 337 

15 8 

28 5 

28 9 

516 

Drugs 

7 

37 3 

25 4 

36 0 

42 2 

108 0 

Elc< final Appliances 

10 

143 2 

7 0 

1157 

• 102 4 

359 0 

Feitiiirer 

5 

66 

cl 3 5 

71 

5 0 

19 2 

Baking <fc Biscuit 

0 

46 0 

26 2 

197 

19 8 

45 2 

Daily 

3 

44 5 

20 4 

22 8 

20 4 

57 6 

Moat 

5 

30 9 

<1 7 8 

18 7 

27 2 

43 3* 

Macjnnety 

43 

197 0 

d 51 7 

179 5 

145 6 

406 9 

Copper 

3 

126 6 

d 28 9 

901 

86 5 

175 0 

Office Equipment 

8 

44 6 

d 15 

35 5 

24 8 

78 2 E 

Pap< i 

S 

24 1 

d 11 3 

26 9 

37 6 

148 3 E 

Pet loli urn 

22 

568 9 

54 9 

560 5 

369 0 

1,627 0 

Punting 

3 

62 

6 

2 5 

29 

46 

Groteiv St oifs 

7 

54 0 

40 4 

18 4 

33 2 

84 8 E 

Depait merit Stores 

9 

48 S 

d 8 0 

33 5 

44 2 

129 2 

Mail Order 

2 

43 4 

d 8 2 

50 0 

591 

2178 

Rubber & Tile 

4 

35 6 

d 12 6 

24 3 

36 5 

127 7 

Shoes 

0 

26 0 

9 6 

12 1 

13 7 

27 6 

Steel 

13 

364 9 

d 42 2 

208 7 

250 0 

671 1 

Textile— Cotton 

5 

74 

d 4 1 

52 

74 

33 6 

Textile —Wool 

2 

6 3 

<1 7 3 

d 31 

37 

6 3 

T oba cco — Cigaret t es 

5 

862 

1050 

95 6 

98 2 

134 5 

All Industrials 

430 

3 3682 

46 3 

2,785 0 

2,718 1 

8,304 7 

Railroads — Class I 

135 

896 8 

<1139 2 

98 0 

178 6 

7834 

Electrical Utilities * 


585 0 

506 0 

509 0 

557 0 

832 0 

Gas Utilities 

30 

41 4 

30.8 

26 7 

291 

596 

Telephone — Boll system t 


206 6 

1113 

183 3 

2105 

347 0 

Member Banks of Fed Res Sys 


556 6 

d254 § 

336 6 

3491 

780 0 

Insurance 

10 

501 

317 

380 

39.5 

97.0 


* AH private companies with net of $250,000 or more 
t After deducting subsidiary preferred und common dividend* 
d =r deficit. 

£ = Preliminary estimate. 
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They illustrate the general principles stated in the following list of 
factors that affect relative stability of earnings.* A general factor 
affecting all corporations during the period shown here is the falling 
price level in the years 1929-1932 and the subsequent rise, which was 
particularly large in the decade 1940-1950. Even when physical 
volume was maintained at a iairly constant level, as it was for food 
and grocery lines during a severe price decline, dollar volume and 
profits would drop. The recession of 1929-1932 is used here as the 
most severe test of earnings stability to be found in recent years. 
It is illustrated for a few representative industries in the accompany- 
ing graph. Milder reactions in business can be studied in the figures 
for the recession ol 1937-1938 and the lesser reaction of 1948-1949. 
The combined effects of growth and inflation upon various fields can 
be studied by a comparison of the* 1940 and 1950 figures shown in the 
table. • 

The following list will be of assistance in detecting the more im- 
portant conditions that cause some companies to enjoy greater stabil- 
ity of earnings than others: 

1. Goods that have a moderate or low price per unit will tend 
to sell more steadily than goods with a high price per unit. The busi- 
ness of the five-and-ten-cent store would be expected to be more 
stable than that of a department store. 1 * 5 The rule is ordinarily as 
true for goods sold to producers as for goods sold to consumers Dur- 
ing periods of business stress, minor repairs and replacements are 
continued, expensive maintenance is reduced as far as possible, and 
major capital expenditures are eliminated. Students of business 
affairs advocate a reversal of the latter part of this policy, insofar 
as possible, arguing that purchasers in bad times secure the benefit 
of low prices and avoid the confusion that attends expansion under- 
taken while the management’s attentmn is engaged in pushing pro- 
duction at top speed. 

2. Goods regarded as necessities will show greater stability in 

15 The influence of higher-priced merchandise on lousiness in periods of uncer- 
tainty is illustrated in the cu^e of 8. 8 Kresge Company, whifh reported that 
its lower sales in 1930 were due mainly to the poorer showing of its green-front 
stores, retailing merchandise priced from 25 r to $1, whereas the volume of the 
red-front units, selling articles pi iced from 5c to 25c, was approximately the 
same as in the preceding year 
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sales volume than those in the luxury class. Occasionally, a luxury 
article such as tobacco, because of low unit price and habitual pur- 
chase at short intervals, will show steadier demand than a necessity, 
such as men’s suits. 

3. Narrow price fluctuations of the goods handled make for stable 
earnings. Typically, raw materials, ^specially in the agricultural 
group, are highly fluctuating as compared with finished products. As 
the labor element grows in the price of an article, the price variability 
tends to diminish. Sugar refiners and meat packers, although supply- 
ing necessities of moderate unit price, have notoriously unstable 
profits owing to inventory price fluctuations. As manufacturers, an 
unusually large per cent of their costs are for the raw materials sup- 
plied almost directly by the agricultural producers. Monopoly or 
near-monopoly may be helpful in softening the ravages of price de- 
clines. In this respect, patent and trade-mark protection may be help- 
ful by enabling the producer to delay price reductions long enough 
to dispose of high-cost inventory. Trade-marked food products not 
only show higher profit margins but are also more stable if not in 
too direct competition with highly competitive staple lines. The 
public service corporations, with their regulated rate structures, have 
stable prices, which are adjusted slowly to changing conditions. As 
a result, mildly falling prices tend to be favorable by cutting costs, 
and inflation, unfavorable by raising costs. 

4. Rapid turnover of inventories will result m greater stabilitij 
of earnings The losses and gains in inventory through price fluctua- 
tion are reduced when merchandise is not held for long. In this 
respect, merchants have an advantage or the manufacturing group, 
^specially when the period of manufacture is long. The major rubber 
goods manufacturers, importing their raw material from great dis- 
tances, are at a disadvantage. The increasing use of domestic syn- 
thetic rubber is important in this respect. In the oast, the fortunes of 
these concerns could be told almost without regard to volume by 
studying a chart of rubber price fluctua, .ns. 

Summarizing, we may say that the degree of earnings stability 
will depend on the stability of dollar volume and net profit margins. 
The first two factors mentioned above relate to physical volume; 
the last two, to the price and turnover factors, particularly as they 
influence the profit spread during periods of economic adjustment 
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although the price factor may also be important as it affects the 
dollar rise of the profits of a constant physical jvolume. 

Factor of management. The discussion of the earnings statement 
has shown what may be revealed in the study of the figures with a 
minimum of reference to the personal factor and outside conditions. 
The work of analysis woulc^ be incomplete, however, if it did not 
insist upon the importance of considering the skill and other qualifi- 
cations of the management. Whenever one states that a certain eco- 
nomic factor brought about the failure of a business, one may usually 
add, . . and the management either failed to foresee the difficulty 
or failed to solve the problem presented.” For, after all it is the 
ability of the meii who face these matters that largely determines 
the outcome. 

In the end, however, managerial ability is not an abstract quality, 
but leaves its record in the performance of the compapy. Incompetent 
management that indulges in speculative financing, engages m ex- 
cessive expansion, distribute* capital as profits, and in general fails 
to meet the level of achievement set by competitors writes a record 
in the financial statements. Sometimes the message is obscured by 
manipulation of the accounts, but more often it is missed because 
of the inability of the reader to grasp the meaning, either through 
his own lack of skill in reading or because the management refuses 
to give any adequate statements. 

External causes of failure. Certain outside conditions over which 
management has little or no control must be kept in mind as poten- 
tial sources oj disaster Although it is the administrator’s problem 
to “see all and know all,” he i^ handicapped in meeting even known 
conditions by the fixed form of much of his concern’s investment; 
and so even some foreknowledge may be inadequate to avoid the 
baneful effects of these external factors, a situation that makes it 
necessary for the analyst to go outside the statements and consider 
the setting of the business Probably the chief of these external 
factors are: 

l. Excessive competition . This does not refer to cases where ordi- 
nary competition eliminates a business unSer inferior management. 
A new retail business, for example, may drive out an older one with 
less progressive methods. On the other hand, new businesses often 
create a demand for new goods wi+h little or no harm to the pro- 
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ducers already existing. Excessive competition ordinarily refers to 
cases where a considerable fixed capital investment is employed 
and the productive capacity has been expanded far beyond what the 
market cau absorb. Duo allowance must be made for plant that is 
obsolescent and can no longer hope' to produce at a reasonable level 
of prices, for idle plant that cannot be etTiployed because of abnormal 
depression conditions, and for the fact that plant can rarely be used 
to the full rated capacity but must possess some leeway in order to 
meet the demands of peak requirements. This latter factor of “normal 
idleness” is expressed by indirection in The conventional load factor, 
which is the ratio of average demand or plant utilization to maxi- 
mum, or peak, utilization. 16 

When overdevelopment or an industry characterized by consider- 
able fixed assets does exist, excessive competition follows. Such con- 
cerns, once started, are under the necessity of meeting a* constant 
burden of expense*. Unlike some personal service businesses with 
very liquid assets, they cannot move to new surroundings. Competing 
railroads have been a choice illustration. With the growing use of 
large and expensively equipped plant-, this same difficulty is bound 
to appear in industrial enterprises from time to time. Among public 
utilities, competition is supposed to b( absent but government-owned 
projects sometimes compete with existing private plants. 

2. Business cycle. The irregular fluctuations in business activity 
that are spoken of as the “business cycle” ha\o a relation to the indi- 
vidual enterprise similar to that between weather and agriculture. 
Like the weather, the cycle is “much talked ibout but v<?ry little done 
about it.” In adjusting to the storm and sunshine of the business 
atmosphere, the individual concern can only lay out a general policy 
designed to conserve the happier results of good times in order to 
balance the woes of hard times. Differences in skill and good fortune 
in meeting adverse conditions are brought out by < he comparative 
study of similar concerns over a sufficient^ long period to include 
both prosperous and poor times. 

3, Change in public demand. This factor may operate through 
either the passing of a Lfshion or the introduction of a substitute. 

18 Failure to recognize those factor* leads to much loo^e and inaccurate gen- 
eralization about excessive expansion. For a partial answer with reference to the 
much-discussed shoe industry, see “J * the Shoo Industry Over-built ?’* Barron% 
July 30. 1934, p. 6 
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The substitution of the automobile for the horse carriage changed the 
course of the carriage-building industries. Thpf advent of motion 
pictures brought adversity to vaudeville and the theater. In turn, 
television had repercussions upon motion picture audiences. Changes 
in demand can be anticipated in pari by a reasonable familiarity 
with external conditions. They will be noted early in the financial 
statements where sales and earnings are typically affected gradually 
, and fail to keep pace with those of general business. 

4 Political conditions cover a number of matters, the chief of 
which are icgulation, reform, and taxation Regulation has been 
important chiofiy e among the public sendee corporations On the one 
hand, this regulation has limited return; but on the othei, it has 
restricted competition, which w*a- usually costly to both the com- 
panies and the consumer public in tins field Other important finan- 
cial effort « that political condition- lune had are limitations upon 
adjustment to new conditions (a- m the case of tmek competition 
with the railroads), regulation of new security issues, and the setting 
of service standard- * 

^Reform has included a great deal of impoilant legislation, among 
■which may be mentioned anlmust laws, factory inspection and 
workmen’s compensation laws, rcstiietif.ns upon the employment of 
women and chihhen. and the host of laws mtiodueed bv the Roose- 
velt administration beginning in 1933 

Taxation, like the subject of bu -incss (voles, is woithv of special 
study by itself m view of its many and powerful influences upon 
business eumftigs and -urvi\al Unwise state and local taxation par- 
ticularly inav place local industry under a severe handicap in its 
attempt to meet tin competition of les< bmdened concerns m the 
struggle for national market- E\en when taxes aie utiilonn, they 
may be raised to -neb a high level as to force busmen either to raise 
prices to a point that will discourt ge consumption or, if prices are 
unchanged, to mi tier an inadequate return oi ln£s< b 

Summary* From the foregoing material on the income statement 
certain relationships, or mtios, appear to, bo most commonly em- 
ployed. These are: 

1. Gross profit margin. 

2. Net operating income margin. 

3. Per cent relation of the various operating expenses to net sales* 
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4 . Relation of the depreciation allowance, or, if possible, depre- 
ciation and maintenance, to the gross fixed operating assets. 

5. Per cent of nonoperating income to the nonoperating assets 

producing such income. If these assets are stocks, an attempt to learn 
actual earning power will give an even more useful figure than the 
income collected. % 

6. Tunes interest, or fixed charges, earned. 

7. Times interest plus preferred dividends (darned. 

8. Per cent of total earnings (interest plus nel profits) to total 
tangible investment (bonds plus tangible net woitli). 

9. Pei cent earned upon the tangible common ^tock equity. 

The*e relationships are mteipreted in the light of changing prices, 
condition'" affecting busine** generally and the particular line of 
business, and ajny special circumstance ^ within the corporation Be- 
cause stability of earnings makes for greater piedictabilitv on the 
basis of past pei ioimnnce, flu* factors that inmht make for that con- 
dition are cheeked closely The possible influence of management 
and of external changes likewise require* attention as a part of the 
setting m which profit* aie made 

In uadmg the income statement, the reader mu*t constantly re- 
mind hnnsolt that it i* a Imtoncal leconl of the past, and that 
because oi hi* own interest m the hiture lie mu*t recognize changing 
conditions that will alter its significance Significance depend* upon 
the degree to which the future will be like the past. This likeness is 
a matter of piohahilitv and vatic* wit h the times, the 0 indu*trv, and 
the company On the internal *irk\ the loader may find operating 
income “nonreruinng” m lact as when a Marshall hield & Company 
discontinues certain important but unprofitable manufacturing and 
wholesaling opeiations Oi repented income may be more unstable in 
appearance than reality, as wlun lailioad* receive a large lump of 
back mail pay, much of it earned in previous years On the external 
side, he must make judgments a* to the probable w'eight of changing 
external factor*, such a* income tax rates and the price level. During 
years of rising puces, foi^exnmplc, he expects reported earnings to be 
high relative tcT invested capital. Profits tend to rise proportionally 
with rising dollar sales, whereas the book value of the investment in 
assets lags behind. Profits are made to appear high because of inven- 
tory appreciation and inadequate depreciation allowances. When 
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prices flatten out, inventory appreciation disappears and profits will 
generally appear to be less. Then a period would fallow when the rate 
of return might well decline as old assets are replaced at the new 
price level, increasing the apparent invested capital and raiding the 
depreciation expense Judgment about matters of general principle 
can be improved by study ancf will continue to grow as the experience 
of the reader broadens. 
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Supplementary Information 

Information to supplement statements. In concluding the gen- 
eral discussion of the subject of this book, attention is drawn to 
certain information that is so frequently associated with the two 
financial statements that any discussion that did not consider it 
would be incomplete. The forms employed by mercantile and bank 
credit men include questions on these supplementary points needful 
for clarifying the figures presented by recipients of credit. Those 
who furnish the statements indirectly received by credit men also 
attempt to obtain and include such pertinent information. Similarly, 
the Securities and Exchange Commission requires supplementary 
information in connection with the financial statements of corpora- 
tions registering new security issues. 

The consideration of this supplementary information falls in logi- 
cally with the matter of the forms used first for gathering and then 
for analysis and filing. The dis< us^ion with respect to the use of 
statements for mercantile and bank credit purposes is taken up first, 
and then their u*e for investment purpi ses. The reasons for this 
divided discussion are (1) the greater emphasis by creditors upon the 
balance sheet and solvency, and by investors upon earnings; and (2) 
the ability of the former to obtain information first-hand, where the 
latter depend almost entirely upon material generally available at 
second-hand to all and can rarely demand supplementary informa- 
tion. However, the rise of “term loans” 1 y commercial banks (i.e., 
loans to be amortized over a period of ye^rs, usually three to five 
years), has made for greater study of earnings and of the type of 
approach u^ed for investment purposes. 

Forms for acquiring statements. A statement form adopted and 
recommended by the National Association of Credit Men, the short 
and long forms suggested by the Federal Reserve Bank of New 
York for member banks to use in obtaining statements from bor- 
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towers, 4 and the long form for corporations designed and approved 
by the Bank Management Commission of the ^American Bankers 
Association are shown here. 1 * * * * & Variations in form show differences in 
the classes of customers — small tradesmen not being expected to 
have as elaborate statements as large ones — and also differences 
among creditors in their idea& as to what is essential and what they 
believe they can obtain from their customers. The form of the 
National Association, of Credit Men is much fuller than the one 
originally recommended, and the titles, although simple, are de- 
signed to prevent any misleading classification. The association pub- 
lishes other forms containing varying amounts of detail, particularly 
as to earnings, and also has a separate form for a detailed profit and 
loss statement. The Federal Reserve Bank of New York forms show 
slightly more conventional account titles. The form presented by the 
American Bankers Association slums many rimihuisie- to the Fed- 
eral Reserve Bank long form. The longer forms are especially inter- 
esting in suggesting the kind of supplementary information useful 
in statement analyMS. Their icquest for earnings statements is iif 
marked contrast to early practice. 

Customers’ receivables. Of the supplementary information that 
is related primarily to the balance- riiect, that about the accounts and 
notes receivable may be considered first. A detailed lr4 of the cus- 
tomers’ accounts would be of interest fo the management; but for 
the outsider, a grouping that will throw light on collectibility is 
sufficient. A simple division showing the accounts paM. due and Hum? 
not yet due vwnild be very helpful. In the ca^e of retailers, whore a 
running account often prevails and amounts are paid “on account” 
rather than to clean up specific invoices, any amount owing in excess 
of the charges for the preceding month might be clawed as “past 
due.” An estimate of the amount “collectible,” subject to the usual 

1 Illustrative forms both foi obt lining and for amlvzing statement mnbrial 

may be found in: 0) R P. Et linger and D F Golieb. Credit s and Collections 

(New York: Prentice-Hall, Inc* . 3id ed , 1949) pp 127-128: (2) A. F Chapm, 
Credit and Collection Pi inn pies amt Practices (Now York McGraw-Hill Book 
Co., Inc., 5th ed., 1947), pp 317-310; (3) R A Foulko, Pnvtnal Financial State- 
ment Analysis (New York, McGraw-Hill Rook Go* Inc , 2nd pd . 1950), pp 117- 

125; (4) Chas. W, Williams, ed , The Credit Department , a Training ( hound jor 

the Bank Loan Officer (Philadelphia. Robert Moms Anomies 1946), Chapter 
X, '"Credit Department Forms.” Financial State merits jor Bank Credit Put poses, 

& pamphlet by the Robert Morris Associates (1951), briefly states desirable* 
statement content rather than form. 
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JUST FOLD, STAMP AND MAIL 




fiNAHCtM,, .STATEMENT 
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Net Surplus Change 

Famed Surplus End of Period _ 

(t st n in c ta t ui> V 

Fig. 4 A. — Statement Form Suggested by Federal Kcserve Bank of New* 
^ oik for (oipoiation ( -*hort form). 
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Signed this. _ day of — __ 19 Signirurc — — — — — 

f 87 (Now Md Oftcial Trtlci ' ~ " 

y> \(tach separate «h«3ulcs whenever spue n Sc form is insufficient 
Identify each tchidule as being part of this financial statement date and «gn etch whcdolr omt as this form 
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Statement Form Continued (Page 2). 
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M York 

FINANCIAL STATEMENT corporation 

— " ■ ' (Ua*F« m) 


NAME 

BUSINESS 

TO 


ADDRESS 
BANK OF 


Wo make the following statement of all the aaaeta and liabilities or this corporation at the dose of basinet* w» 

19 j and glee other material information for the purpoae of obtaining *4* 
>r endorsement and for obtaining credit generally upon preaent end future 


the day of 

eancee on notes end bills bearing our signature or 
ftpplfcitioim 

(PLEASE COMILFTF AIL SCHEDl LLS AND FII L IN ALL BLANKS) 


VSSFTS 
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On but and tin cntrle ed n banka 

Notes Receivable Not D acounted 
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Notes Receivable Discounted ~ 
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Total Assets 
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Fig. 5A. — Statement Form Suggested b> fcederal Reserve Bank of New 
York for Corporation (iong form). 
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STATEMENT PROFIT A LOSS — ftSGONClLATION OF NET WORTH 


For P*r|od Beginning. 


. 1» 


Gross Soles — To Subsidiaries sad Affiliate* 

— To Others 

Lass Baturas sad Allowances tm* teum 

NBT SALES 

Inventory Beginning of Period 
Purchases During Period <B*for« u*b dbeeuaw) 

Direct Labor 

Other Costs, ss Itemized Below (Lat &H uw Mitr umawi 


4 



Total 

Less Inventory End of Penod 
Cost of Goods Sold 

• 

CROSS PROFIT 

Adm i «-trwt e tc Cencral Tspenges 
Officers Salur s $ 

Other Salar es 
Interest 
h Debts 

PM-tU >ba cm th« a IM cuunj) 


Selling Fxp< nwea 

Salaries % 

Comm asiom 
Travel ng etc. 

Adver s eg 


Depror at ion (No » n leable « «*b<r» [ 

Total Um n«»l col tnn) 

Total Administrate General and Sell ng Expenses 


' r otal 


NFT OPFRAT1NC PROFIT 

0(1 er Income 

ish D scounts Rere ved 5 

(L at other lum») 


Other Expenses 

Cast ^counts C ven 9 

t U etbtr •mil 


I Total 0 her Expense* 

Total Other Inn i (tnimic luma 

Net Add turn or Dtd t jn lor Other In ome and ixpense 


NET INCOME FOB PI R10P 
Earned Surplus B g nnmg of Per od 
Deduitionu from Surplus 

ll TUfl* • 


Addit >rn lo Surplus 
Ikon b*b» 


9 


| Total Add t ons 

Total Deductions t m n«x< «»i join 

Net Surplus Change 

Eamad Surplus I nd of Period 


Hf;. 5J1. — Long^itutcnicnt Form Continued (Pjgi 2). 
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it* Unless otherwise 


SCHEDULES AND INFORMATION 
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Fig. 5C. — Long SijiciiK'nl Foini Continued (Page 3). 
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Continued from preceding page 


* 



Preferred Stock Summary of provbions 


Voting pow era of preferred stockholders 

Amount of preferred stock divi lends accumulated and un* d $ 


representing a period of 


Capital Stock Number of shares of each c *ss (1) authorized and (2) outstanding 


Incorporation Name ni State ui lei whose laws th a corporation is organized 
f meat Period Tie Us al jer ul of th s cor oral on closes on the 
Officers and Director* I 


Subsidiaries and Affiliated Cimpamea and Intcreata Names and addresses ature of relationship and how accounts are handled 


Certified Public Accountant This c rporation employs 
Certified Public Accountant who ai d tj our books every 


iSut* bee eftav zed to made) 


, and made hat audit 


report as of * 19 _____ - m 

We hereby certify that the foregoing figures comprlung the statement of assets and liabilities and the statement ofpredt 
and loss and reconciliation of eirplua are taken from the booka of this corporation and that they are In ac cordance^ wW> 
hooka ami that they and all other atatements printed or written on the four page, of ! thn Iona hare been, ear afuUy read 0*4 
are true and give a correct showing of the financial condition of the corporation as of the data shown In the JK^ 

redine the statement of assets and liabilities on the first page except when* a different date Jo apecilleally note d IN THW 
EVeRt OF ANY MATERIAL CHANCF IN THE FINANCIAL CONDITIO OF THIS CORPORATION WB AGREE TO 
NOTIFY SAID BANK IMMEDIATELY IN WRITING 


(Nmm ui Official TI4»s> 


Fig. SD. — Long Statement Form Continued (Page 4). 
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CORPORATION 
FINANCIAL STATEMENT 

(LONG FORM) 


FOG THE PURPOSE OF OBTAINING ADVANCES FROM TlMt TO TIM^*ON BILLS NOTES AND OTHER COMMERCIAL PAPER SIGNED ON ENDORSED BY THE UNDER 

WWO MO OF OBTAINING CREDIT GENERALLY THE UNDERSIGNED MAKES THE FOLLOWING STATEMENT O F . fTSmCuSTcOW QITIOm! AS OF THE CtSfc 

Of SUM NESS ON THE,— ,PAT Of IS — AND CERTIFIES TO THE A ROVE NAMED RANK THAT THE INFOMpATION HEREINAFTER SET FORTH IS 

IN AU GCSPSCTC TRUE. ACCURATE AND COMPLETE AND CORRECTLY REFLECTS THE FINANCIAL CONOITION OF THE UNDERSIGNED ON THE DATE AFOREMENTIONED 
(FILL ALL BLANKS WRITING NO OR NONE WHERE NECESSARY TO COMPLETE INFORMATION ) 
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Fig. 6A. — Corporation Financial Statement Form (long form) Approved 
by Bank Management Commission of the American Bankers Association. 
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Fig. 6B. — Corporation Form Continued (Page 2). 
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PAST DUE AND PROTESTED .... _ 




11 TO M DAYS _ . ....... 

HBI 

mm 


TOTAL NOTES AND TRAltf ACCEPfiii&l 
RECEIVABLE, , . 




It TO M DAYS 

mm 

B 


LESS RESERVE PON BOURTFUL 




1 TO 1 MONTHS 

S 

B 


NOTES AND TRADE ACCEPTANCES RECEIVABLE— NET 

AMOUNT CONSIDERED Of SLOW COLLECTION 


* 


OVER 1 MONTHS 

B 






TOTAL ACCOUNTS RECEIVABLE , 

HBI 

wm 


AMOUNT CONSIDERED OF DOUBTFUL COLLECTION 




LESS RESERVE FOR DOUBTFUL ACCOUNTS 

BB 

■H 






ACCOUNT5 RECEIVABLE-NET 

mm 





mi 

■1 


B 

. 



1 p 

9 

H 

SFLLIN6 TERMS 



iSS 







1 AMOUNT OF 
L IS MERCHAN 

J AT WHAT Tl 

4 avfrage AM 

> DOES INVCN1 

( DESCRIBE IN 


- CONSIGNED TO OTHERS 

• IN TRANSIT . 
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Fig:* 6C. — Corporation Form Continued (Page 3) 
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SUPPLEMENT ARY INFORMATION 


check of the reader against sales, may be all th \t can be obtained. 
With a record of former collections to show the rapidity with which 
such accounts had been liquidated in the past, a schedule showing 
the accounts not due and classifying accounts past due according to 
the length of time past due should be of value. Good accounts receiv- 
able with such a basis for estimating their collectibility ought to be 
of special assistance to a business seeking bank credit. Possibly in 
some cases a business resorting to a finance company (that is, lenders 
on pledged receivables) and paying a high rate of return might, with 
the presentation of sufficient data of this sort, be able to utilize the 
less costly credit fc of the banker. 

The executive will also be interested in having a list of new cus- 
tomers. A list of old customers who have made no recent purchases 
might lead to a fruitful inquiry. Other facts about the customers* 
receivables that would be useful are the percentage of collection 
expense and the percentage of loss from bad debts. 

Inventories. The questions most frequently asked about the in- 
ventories are made to determine (a) whether the value of the scock 
was obtained by actual physical count or merely by estimate, ib) 
the basis of valuation, (c) the average amount carried, and (d) 
whether any goods on hand are the property of others . 2 Thus, goods 
on consignment have to be watched for in some lines of business. In 
the automobile trade, cars may be held under trust receipts giving 
title to certain creditors — a device used to secure financing. In this 
line of business, a creditor might aUo ask for a division between new 
and second-fiand car inventory. 

Where the information is being made available for a skilled eye, 
a detailed schedule of the inventory will serve to bring out the 
nature of the goods held and their utility as a basis for credit. It is 
desirable, wherever possible, to watch for goods that are likely to be 
shopworn, out of date, in broken lots, or for other reasons difficult 
to sell. It may be possible to learn what policy the business pursues 

2 The need for disclosure of current market values where LIFO is employed 
has been suggested earlier. Another, and more unusual, example of hidden value 
is found in the inventories of old film previously written off by motion picture 
producers but useful for television. By valuing films released between 1933 and 
1949 at a rough figure of $80,000 each, one analyst found inventory values in 
excess of the market prices for the cbmmon stocks of some leading producers 
(1961). Resistance of theater owner customers and labor union restrictions were 
noted as obstacles to realizing such values. 
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in closing out olcWor seasonal goods. The special attention given to 
the two assets, receivables and inventories, is justified because they 
usually constitute the bulk of the current assets. 

Investments. A detailed schedule of investments is of use in check- 
ing the value of that asset and should be available if the item is 
large enough to be important. In any case, the nature of these out- 
side investments indicates something of. the degree of conservatism 
of the management. The Federal Reserve Bank of New York in a 
communication to member banks on financial statements states: s 

A detailed list is usually required, showing number of shares, name of 
company, type of security, etc In the case of stocks atid bonds listed on a 
recognized stock exchange, market value can be determined from this infor- 
mation; but if the statement includes the stock of local companies, a recent 
statement of each company and information as to the total number of shares 
outstanding shoufd be furnished. 

Three weaknesses may be encountered from time to time in this 
as$et: the investments may be (1) of a speculative sort, such as 
stocks in enterprises that are in the promotion stage; (2) difficult to 
market, particularly where the securities are those of local enter- 
prises; or (3) unprofitable, especially dangerous where in weak affili- 
ated or subsidiary concerns, which may call for additional capital to 
save what has already been invested 

Liens. In examining the liabilities, the most likely error is the 
omission of any mention of liens, or pledged assets. Where any debts 
are secured by a lien on any of the assets, a question should bring 
out the amount of the secured debt and the particular assets that are 
pledged. The maker of the statement may be asked whether any of 
his accounts receivable or notes have been pledged or sold to banks, 
finance companies, or others, and for what amount. Inquiry should 
be made to ascertain whether receivables are ever pledged, because 
it is possible that a balance sheet might be made up at a season when 
there were no such borrowings. Creditors with no information except 
the statement made up at such a time would form a wrong impression 
of the situation. Where jjt is likely that purchases may be made on 
the installment }>lan, care should be taken to inquire if the full lia- 
bility for unpaid installments has been properly included in the list 
of debts. 


» Circular No. 1340, Jan. 10, 1904. 
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The credit man who is interested chiefly in debtors in a single city 
an frequently get the necessary information from some local credit 
agency. A credit investigator will examine the county clerk’s records 
for recorded liens and will also find out whether there are any unpaid 
property taxes. Agencies interested in supplying credit information 
often put out a daily sheet that records such matters as court actions r 
judgments filed, mechanics’ liens, mortgages filed and discharged, 
deeds, and conditional sales where the law requires filing. These keep 
one informed of sudden liabilities or liens that might change the 
status of the liabilities of local debtors. 

Other information about liabilities. In some instances, the lia- 
bilities are unusually large or small because of the seasonal factor. 
If such conditions are treated as normal, the reading of the statement 
may lead to unsound conclusions. The months in which the account* 
payable are at their maximum and minimum and the amounts at 
such times should be requested. (The effect of seasonal expansion of 
credit can be approximated along the lines suggesled on page 70.) 
Concerns impressed with the desirability of showing a low debt ‘and 
small inventory sometimes make unusual efforts to avoid all possible 
deliveries of incoming merchandise just before statement dates. 
Should the accounts payable appear unduly small after an allow- 
ance for the seasonal factor, and a possibility of a poor accounting 
exists, the question may be raised: Have all the accounts owing for 
goods that are now on hand been included under the caption “Ac- 
counts Payable”? Sometimes, as in the Federal Reserve bank form, 
questions may be asked as to any merchandise on hand or in transit 
not included in the balance sheet and to purchase commitments 
and the present market value of such merchandise. 

In the study of the funded or long-term indebtedness, the date or 
dates of maturity should be learned. The provisions for retirement of 
such debt may also be significant. If a sinking fund is required by 
the terms made at the time the debt was incurred, a check should be 
made to see if the fund has been properly provided. 

Insurance. While the asset values are being scrutinized, it should 
not be forgotten that the insurance protection which safeguards them 
is also a matter of the first importance. It is customary to include a 
fire insurance policy among the papers that go with a real estate 
mortgage, for the protection of the mortgagee. Although the current 
creditors seldom have a lien on the inventory, it is important that 
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they be protected *n case of fire loss. In the event of a serious fire, 
the inventory is worth no more to the creditors than the face of the 
policy that covers it. It is important, therefore, that the coverage be 
adequate. Inadequate insurance is sometimes regarded as a sign of 
possible inventory overvaluation. ^ 

In some few cases, large corporations provide their own insurance 
fund. This practice is railed self -insurance. An amount is set up as a 
Reserve for Insurance (or Provision for losses under self-insurance), 
and sometimes rash is set aside and invested in a reserve fund. Self- 
insurance is a satisfactory substitute only where the properties of the 
company are numerous and so separated that a conflagration could 
not sweep a group. No single property should be of such considerable 
value in relation to the whole that its loss would seriously embarrass 
the company. 

Some enterprises have protected themselves not only against the 
possible loss of their physical assets, but also against the contingency 
of the removal by dea{h of persons vital to the organization's con- 
tinued success Life insurance may be taken out in favor of the busi- 
ness on the life of an officer or employee, a director, or an inventor 
whose loss would seriously weaken the business. In a few somewhat 
unusual cases, a debt has been provided for by taking an endowment 
insurance policy on the life of one or more of the particularly impor- 
tant persons in the organization. In case of a death, a fund is avail- 
able to retire the debt; in case no death occurs and the debt runs till 
the end of the endowment peril J, tiie proceeds of the maturing insur- 
ance policy provide the necessary money. The credit of partnerships 
has been saved at times by life insurance payable to the business 
when the death of one of the partners might have seriously impaired 
credit standing 

Credit insurance provides indemnity for wholesalers, jobbers, and 
manufacturers against unusual losses caused by the failure of their 
customers to meet their obligations. The policy protects only against 
(1) losses that are above the so-called normal or expected loss, usu- 
ally expressed as a percentage of gross sales; and (2) losses occurring 
when the credits have been extended to debtors with a proper credit 
rating and otherwise within the terms of the policy. The total liabil- 
ity of the credit insurance company may be limited to a certain 
amount, or it may be unlimited. Such protection gives an established 
value to the accounts receivable, with consequent protection to credi- 
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tors and investors if the company taking out thet insurance always 
limits itself in the extension of credits to concerns properly rated for 
the line of credit granted. 

Whether a concern should take out credit insurance is a question 
of whether self-insurance is wise or unwise at this point. Ordinarily, 
it will be cheaper to ^et up an allowance for bad debts and care for 
one’s own losses. Only those business houses whose loss ratios are 
extremely variable, either because they sell to a \ery limited number 
of customers or because their customers are very susceptible to a 
period of business depression, will find their losses sufficiently unpre- 
dictable to warrant this type of insurance . 4 

Special forms of insurance are also vital in caring for emergencies 
that might otherwise sweep a business into bankruptcy. In this class 
would fall employers’ liability and workmen’s compensation insur- 
ance, protecting against the claims of injured employees. Similarly, 
public liability protection will meet tho»e claims that might arise in 
the form of a heavy judgment for damages, where injuries have been 
sustained in such a way as to make the business liable. Automobile 
insurance to cover public liability and property damage by cars used 
in the business, and fidelity bonds, where it is possible for unfaithful 
employees to abscond with large amounts, may be necessary. Ade- 
quate insurance from the creditors’ point of view is protection against 
all those hazards which might suddenly remove asset values or create 
liabilities that would render the business insolvent 

Hedges. Closely allied to insurance is the “hedging” against 
fluctuations in the value of inventory in certain lines of business. 
“Hedges,” or “future contracts,” are possible for some textile mills 
and flour mills Future contracts of this sort are to be had only in 
certain staple commodities, such as cotton wheat, and corn, which 
are traded in on the exchanges. A mill using short staple cotton can 
engage, for example, in a speculative contract agreeing to sell cotton 
at a future date for a certain price at the same time that it buys 
cotton for manufacture. The price of the mill’s product will fluctuate 
closely with the price of cotton, and any loss which might result from 
a downward price movement during the interval between the pur- 
chase of the cotton and the sale of the completed cloth would be 
approximately offset by the profit on the speculative “short” con- 

a 

* Chapter 20 of R. P. Ettinger and D. E Go'ieb, op. at., is devoted to a fuM 
discussion of credit insurance 
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tract, and vice vena. If the cotton were but a minor element in the 
cost of producing the cloth, the hedge might not be used. 5 

Contingent liabilities. Insurance protects both creditors and 
owners against the loss of assets through hazards largely beyond the 
control of the management. The business itself may give rise to cer- 
tain losses contingent upon the failure &f others to meet their obliga- 
tions. Inquiry should be made about contingent liabilities that may 
have been incurred by the concern’s having acted as an indorser or 
guarantor of the paper of others, or having sold or discounted ac- 
counts or notes receivable or having assigned them with the indorse- 
ment or guaranty of the business. Businessmen on occasion indorse 
the paper of others as a matter of accommodation — a dangerous and 
generally an undesirable practice. 

Where a note or acceptance of a Customer has been disposed of, it 
is important to keep the contingent liability in sight until the item 
has matured. Contingent liability on discounted notes is particularly 
important in the case of houses engaged in exporting, which, after 
drawing on their foreign customers, discount the drafts. Some of these 
houses have been very seriously embarrassed when their contingent 
liabilities became actual. 

In domestic trade, the case of H. B. Claflin Company has become 
almost classic in credit circles. The Claflin Company was a wholesale 
dry goods house, whose owner held a controlling interest in more than 
a score of retail houses. Notes from these retail houses were indorsed 
and discounted with banks throughout the country. Statements of the 
wholesale house were given out, but, as far as can be learned, no 
information was available with regard to the amount of contingent 
liability. More important, perhaps, was the difficulty of learning the 
condition of the retail stores. The statement shown on the next page 
was published January, 1913, showing an apparently good condi- 
tion. When statements were prepared showing the status of the 23 
companies that had executed notes later indorsed by H. B. Claflin 

5 Disagreement as to the merits of hedging do exist. General Baking Com- 
pany, for example, does not follow the practice of hedging its flour and sugar 
purchases. The management believes that over a period of years the carrying 
charges on such operations offset the advantages except in periods of unusual 
price fluctuations. (Standard Statistics Annual Report Card, Feb. 8, 1934.) The 
exceptional periods are usually regarded as sufficient justification for hedging. 
In flour milling, the customary practice is to hedge grain on hand, cash grain 
purchases, and unfilled flour salr*s orders in the market for grain futures. 
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Company, there were shown liabilities of $34,089,758, of which 
$31,157,710 were “notes discounted by H. B. Claflin Company/' 
against total assets of $14,822,865. A considerable portion of the 
notes did not represent merchandise purchases, but were evidently 
used to finance the purchase of the stores. 

Contingent liability may arise from the indorsement or guaranty 
of other than short-term credit instruments. Corporations occasion- 
ally find it desirable ’to guarantee the bonds or the preferred stock 
of an allied or subsidiary corporation In the case of some subsidiary 
companies this device may be necessary to market the securities in 
question. This responsibility may be thought of for the first time 
when the evil day of default arrive 4 *. 

H B CLAFLIN COMPANY 

CoMI»\KVn\E lUlANTE SlIEET 
As of Dwcmhei 31 


A s.sy l s : 

1913 

1912 

(\i>h 

* 2,794 562 

S 2 117 603 

Di\ idemN 

152 187 

152,187 

Bills Rccm ihlo 

2 102,862 

2 07S 782 

Open Accounts 

2,009.289 

1.803 366 

Mrrclruitlw 

5 821 719 

6,717,407 

St otp Pioppftv 

2 739 182 

2,739,182 

Stable 

27,197 

27 197 

Horbi'N Ti licks, etc 

69,088 

69,688 

Total 

SI 5 710,715 

SI 6,005 m 

Liahihti * s 

Fust Preferied Stock 

S 2 600.300 

$ 2 600 300 

Second PielVned Stock 

2 570 600 

2, r, 70.600 

Common Stock. 

3 829,100 

,3,829,100 

Open Account* 

4,501 487 

4 778,882 

Foreign Exchange. etc 

269 500 

294,000 

Surplus Resene 

1 083.474 

1,647,3.36 

Profits Owing Fall 

262,254 

28.'., 194 

Total 

SIS, 716,715 

$16,005,411 


Contracts and unfilled orders. Long-term contracts sometimes 
are in effect guaranties and are impoitant in a consideration of the 
future of the corporation. Thus an expensive office building may be 
erected by a realty corporation organized and owned by a parent 
company. The parent company may then make a long-term lease for 
all, or a considerable portion, of the building. This is, of course, a 
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contract of a definite nature, rather than a contingent liability. The 
assumed rental is as much a fixed charge as bond interest, but the 
balance sheet of the parent company may show no liability. The 
growing device of selling real property to a financial institution and 
at the same time leasing it for a long period of years has been men- 
tioned previously. i 

Another type of contract to be looked for, most frequently in the 
case of the manufacturer, is the unfilled ordej. Accepted orders for 
goods are to he looked into carefully in times of violent price change, 
when they may result in either severe losses or considerable profits. 
Whether unfilled orders are a guarantee of continued production and 
profits must be decided in the light of conditions in each specific case. 
Contracts for military equipment may be delayed by slow tooling, 
made expensive to fulfill by changes in specifications, or be subject 
to the cancellation hazard. Or, they mat insure a high rate n* opera- 
tions but offer distinctly less profit potential than the civilian goods 
ordinarily produced. 

•The converse situation is found in contracts made for the purchase 
of materials and supplies. Whenever price- rWe for any considerable 
time, there are bkelv to be nvorzealou^ persons who will fie them- 
selves up with contracts that icsult in losses in later price reactions. 

Sales analysis. Just as the strnh of the balance die* t may be 
supplemented, so there are possibilities for supplementing the in- 
come statement. Management can scrutinize '-ales and operations by 
branches, departments, geogiaphiral divisions siie^nen and kinds 
of product. The object of such study is to discover weaknesses that 
may be eliminated Unprofitable departments or lines of eoods, except 
when 1 special circumstances exist, s * mid either be made to pay or 
be dropped. Some salesmen will be uevuting their effort'- to the sale 
of lines where there is little or no profit unless the profitableness of 
their orders is watched Where the salcMiian b a factor in the matter 
of credit granting, the collection expanse and bad debts i<\ss on his 
sales arc of interest. Analysis of this sort is costly and easier to 
obtain than formerly, because of the ’«e of mechanical devices for 
calculation and tabulation. 

The outside* analyst* can also develop pertinent information. 6 He 

6 In addition to the annual reports and j ro*spei for new issues, valuable 
background information may be had from financial and tr: de publications I 1 or 
example, see articles on ste* ’ companies in Barron' b, a financial weekly on 
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j' 

will be concerned at overconcen .ration and dependence upon a few 
customers. He may discover devotion to relatively less profitable 
fields. A large steel company may be handicapped by failure to de- 
velop mills supplying the more popular forms of metal. A textile mill 
may not keep abreast of changing materials and styles. Another con- 
cern may be in the forefront r£ research and new product develop- 
ment. 

Production costs. The proper analysis of production costs is an- 
other auxiliary to the statement of earnings which is normally avail- 
able only to the management. Production is essentially of two sorts: 

1. Where it consists of a single uniform product. 

2. Where there is a diversity of product, owing to differences in 
size, model, style, or nature. 

For production of the first class, an analysis of costs is relatively 
simple. By dividing each figure of the profit and loss statement by 
the number of units sold, a second column of figures may be had with 
the data for the period on a “per unit of product sold” basis. The sell- 
ing price, cost of goods sold, and various expenses arc stated on a pe» 
unit basis. When a supplementary schedule is made up stating pro- 
duction costs, the per unit cost of production may be had in a similar 
manner, in detail, for each item of expense. The resulting per unit 
figures are in a form that makes them readily comparable with data 
for other concerns or with the experience of the same plant in preced- 
ing periods. In the manner described, “per ton of coal” figures might 
be prepared for a coal mine or “per yard of cloth” figures for a textile 
mill producing one uniform grade of duck or sheeting. 

A more difficult problem arises when there is a variety of products 
requiring the division of various indirect expenses among them. A 
producer of a variety of rubber specialties, a manufacturer of ma- 
chines or castings of different sorts, or a printer taking jobs that are 
almost infinitely various, each has this problem. The raw material 
and labor directly applied to it may be kept account of; but how 

United States Steel Corporation (May 9, 1949, p. 32), Youngstown Sheet and 
Tube Company (July 9, 1949, p. 32), > and Crucible Steel Company of America 
(October 24, 1949, p. 35). Trade associations often publish valuable background 
information, such as the Cement and Concrete Reference Book of the Portland 
Cement Association, Chicago, 111., and the Bituminous Coal Annual of the 
Bituminous Coal Institute, Washington, D. C , 
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shall the indirect* expenses or overhead, such as depreciation of 
machinery, light and power, rent, and indirect labor, such as janitor 
service or superintendence, be divided among the several jobs? The 
work of correctly distributing these indirect expenses is the central 
problem of cost accounting. This kind of accounting is distinct from 
but supplementary to general accounting, sometimes called financial 
accounting , from which the ordinary financial statements discussed 
in this book are prepared. Cost accounting should also be distin- 
guished from cost finding, which is done by estimate — often expertly 
arrived at by engineers and factory men — but not based on detailed 
cost accounts that definitely distribute all the expenses of production 
over the products of the period. * 

Cost accounting is a subject beyond the scope of this work, but it is 
likely to be vital to the executive aiming to secure profitable results. 
The absence or*improper keeping of cost records may explain a con- 
cern's poor profits or constitute a serious source of weakness. Com- 
panies have lost profitable business by overestimating certain costs 
aiTd demanding excessive prices for certain products and at the same 
time have faken other business that inadequate records failed to 
show as unprofitable. Where business of both sorts is obtained and 
the results mingled, the actual situation may be obscured until alert 
competitors have acquired the profitable lines and only the unprofit- 
able business remains. 

Selling and administrative expenses. An effective analysis of 
selling and administrative expenses may be as fruitful as a study of 
production costs. It is being realized that these expenses can be allo- 
cated just as production costs are. The marketing of some articles 
or lines of product will entail greater effort and expense, which is just 
as significant in profit and loss as is the greater production cost of 
some articles. A salad dressing will cost more to market than sugai , 
a newly patented article more than a well-known standard article. 
The management must consider the cost of manufacturing as but one 
element in a series of costs that are necessary to put the product in 
the hands of the customer at the time and the place that economic 
demand exists. Any attempt to go deeply into the subject would 
involve the whole field of cost accounting, which is outside the prov- 
ince of this book. A study of the principles that operate in this field 
will be found of general value to the analyst who has the opportunity 
‘to make such a study* 
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Business history or “antecedents.” In addition to the strictly 
financial information, a report on a business should contain historical 
information not only about the business but also about the men who 
manage and control it. Finances will reflect the ability, the tempera- 
ment, and the integrity of the persons behind the business. A mercan- 
tile agency reporting on a business will record past failures and fire 
losses not only of the business unit but of the owners as well. Such 
facts are sought because of the frequency of fraudulent or swindling 
failures and of fires deliberately set in order to conceal fraud or to 
rob the insurance company. People who have undesirable antecedents 
of this sort usually refuse to make statements regarding their pre- 
vious record. 

Other facts, such as changes in the ownership, management, and 
form of organization will be given Questions may be asked to deter- 
mine the experience and probable qualifications of rhe controlling 
parties. In the case of a sole proprietor or of partners, inquiries may 
be made as to age, length of service with the business, and previous 
experience. Similarly, in a corporation, the record of the chief officers 
is examined and the identity of controlling stockholders looked into.* 
Sometimes the social and outside activities of these parties are 
checked to explain heavy withdrawals by the proprietors or an over- 
generous dividend policy. 

Priorities, allocations, and defense. During a period of war or 
active defense preparations, repercussions upon the particular busi- 
ness are significant in the analysis of financial outlook. The whole 
near-term future of a concern may depend upon its ability to obtain 
necessary priority for, or allocation of, essentia! raw materials to 
conduct operations. For a concern that is indebted, inability to con- 
tinue operations may spell bankruptcy 

Loans to concerns that are producing for defense purposes fall in 
a distinct category and require special analysis. The lender must 
know whether the prospective borrower (1) has a knowledge of 
processes and methods, (2) has ability to make accurate cost esti- 
mates, (3) has suitable facilities and labor supply, (4) can obtain 
needed materials with sufficient promptness, and (5) can arrange 
satisfactory subcontracts where necessary. Such considerations may 
radically alter a banker's estimate of a former borrower and make 
reliance upon past balance sheets and income accounts extremely 
dangerous. 
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Independent {Audits. For the pufpose of insuring reliable state- 
ments, creditors and investors seek outside verification of the 
financial statements . 7 This work belongs to the auditor, or public 
accountant, who, because of his training and independent position, 
is expected to see that correct principles are employed and honest 
results shown. The usefulness of statements may he impaired by the 
presence of terms that are vague in meaning or too technical to be 
understood by the general reader. The auditor^should remember that 
his work is not serving his client properly if the element of clearness 
has been neglected. * 

The fact that the auditor ha< done his work is shown by hi^ certifi- 
cate attached to lus report. If the report is published, the certificate 
will generally be given with the statement'* It it D known that an 
audit has been made, but onlv an Imcertified report is published, the 
reason should f>e sought 

The American Institute of Accountants Mates that experience has 
evolved and the profession has gcneially adopted the following form 
of certificate where a ‘-hurt, unqualified form is appropriate: s 

We ha\e examined the bilance sheet ol the X Company as of Decem- 
ber 31, 10 and the related Matementf ) of income and Mirplu> for the 
vear then ended Our examination was mule m accordance with generally 
accepted auditing standards, and accordingly included such tests of the 
accounting records and such other auditing procedures as we considered 
necessary m the circumstance- 

In our opinion, the accompanying balance sheet and -t itement(s*) of 
income and surplus present fairly the financial position of the X Company 
at December 31, 11L and the results of m operations tor the year then 
ended, in conformiry with generally accoj <ed accounting principles applied 
on a baus consistent with the preceding } ‘ur 

Signed 

If circumstances make it necessary, as when the audit has not been 
in detail or the auditors do not feel it proper to give their unqualified 

7 The reader interested in the subject of accountant's certificates will find a 
discussion in B. B (oeidmger, Prcjxiration and Certification of Financial State- 
ments (New York: Ronald Press Co., 1950), Chapters 14, 15 Illustrations of 
audit failures a$d criticisms by the Securities and Exchange Commission are 
qted. For a brief discussion of auditing principles and procedures, useful for the 
financial executive as well as the accountant, bee American Institute of Account- 
ants, Codification of Statements on Auditing Procedure (New York. Institute, 
1051), which reviews the Institute’s pronouncements over a 12-year period. 

*ibid. } (Codification), page 16. 
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approval of the report, the certificate will contain all the essential 
reservations and qualifications. If the report has been prepared for 
the use of the executives, it may have some comments on the figures 
presented that are likely to be of assistance in interpretation. 

The more frequent reasons for qualifications are those occasioned 
by: 

(1) Restrictions placed on the scope of the audit: 

(2) Changes in accounting methods from the preceding period; 

(3) Departure from recognized and customary accounting prin- 
ciples ; 

(4) Unusual items and situations. 

The objective of the accountant should be a report that is as infor- 
mative as possible within the limits set by accepted accounting 
principles. The analyst will read the certificate carefully for such 
light as it may throw upon the financial statements 

If the auditors believe that misleading excerpts might be made 
from their reports or that their qualifying comment is essential in 
interpretation, they may insert some statement such as the following^ 

Our reports and certificates are issued with the understanding that, if 
published, either they must he ieproduced in their entirety or, should it be 
desired to publish any references to, or extracts from them, such references 
or extracts shall be submitted for our approval. 

Forma for credil analysis. The statement information will be 
received by thf credit man in various forms: sometimes on his own 
forms, again as a credit agency report, and at other times just as the 
statements have been prepared by an outside auditor. The work of 
analysis will be facilitated by a recopy upon a special form. The 
advantages will be not only in uniformity, but also in increased ease 
of comparison with figures for other years, the possibility of adding 
ratios to the form, and the greater ease in handling. Original state- 
ments will, of course, be retained for reference. The actual form to 
be adopted will depend upon the characteristics of the statements 
generally received, and so the accompanying form is suggestive 
rather than final. Unlike a form being sent out, there is no need for 
completeness. Unusual items such as Advances to or Investments in 
Subsidiaries, Loans to Officers, Good Will, and Loans from Finance 
Companies can be written in the blank spaces whenever they are 
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significant amounts. (Room should je left in each section, although 
omitted in the accompanying form to economize space.) Very minor 
items can be lumped together as Miscellaneous in the proper section 
of the balance sheet. Only the most essential ratios are suggested 
here. Others found to be useful can be added, such as (a) fixed asset 
turnover, (b) current debt turnover, (<s) gross and net profit margins, 
and (d) per cent earned on net worth. The reverse side of this sum- 
mary record sheet or card can be used for miscellaneous information 
received from time to time, such as ledger interchange experience, 
and for unusual points noted in the jtudy of the statements Forms 
should be designed to fit the needs of the particular institution.* 
“Standard” ratios. In summarizing the material for credit study, 
a reference to “standard 1 ’ ratios is appropriate. By gathering a large 
number of statements in a single line of business, certain average 
(arithmetic mean) or very common (modal) ratios may be found 
that will be representative. These figures are sometimes regarded as 
a “standard/’ variation from which in an unfavorable direction is 
regarded as a sign of weakness. Knowledge of existing ratios is help- 
ful, and those who have emphasized ratio study have been respon- 
sible for much of the existing concrete material on the subject; but 
the use of “standards” as an ideal comes dangerously close to making 
analysis a mechanical process Reasonable differences among busi- 
nesses are often explainable m a way that need not be unfavorable, 
much less fatal, to some of the concerns with below-standard ratios. 
On the one hand, the “standard” ratio may represent unnecessary 

9 A small bank dealing with small individual businesses *nd farmers might 
employ an even simpler foim than that illustrated The lending officer would be 
intimately familiar with bouoweis and th< credit hie would chiefly serve the 
bank examiner or be useful in the event ol illness or death of the officer. See 
B E. Rhodes, “A Credit File for a Small Bank,” Burroughs Clearing House, 
September, 1942, p 26 An urban bank, especially one making term loans, would 
need more information with fairly detailed earnings and surplus data, such as 
developed by the foims committee of the Chicago Chapter of the Robert 
Morris Associates, “Simplified Bank Credit Records ” Burroughs Clearing House, 
July, 1943, p 16 For th^ reader interested in forms and illustrative analyses, 
some sources are: (1) A F. Chapin, Credit and Collection Principles and Prac- 
tices (New York- McGraw-Hill Book Co, ine, 5th ed , 1947), pp 425-431; 
(2) R A Foulkg, Piactica t Financial Statement Analysis (New York: McGraw- 
Hill Book Co , Inc , 2nd ed., 1950), pp. 125-135; (3) W. J Schultz, Credit and 
Collection Management (New York: Prentice-Hall, Inc., 1947), pp. 198-201; 
(4) Alexander Wall, Basic Financial Statement Analysis (New York: Harpei 
and Brothers, 1942), pp. 70-109, (5) Chas. W. Williams, ed , The Credit Depart- 
ment (Philadelphia: Robert Morris Associates, 1946), Chapter X. 



276 SUPPLEMENTARY INFORMATION. 

FORM FOR CONDENSING ST/TEMENTS FOR bAnK CREDIT FILE 


Name Address. 

Business. . 


Assets 

19— 

19— 

19— 

19— 

19- 

Cash on Hand 

Cash m Bank 

Accounts Receivable (ntjt) 

Notes Receivable (net) 

Marketable Securities 


! 

1 




Current Atgets (t\cl mdse) 
Inventories 
Total Current \sspts 
Land 

Buildings (net) 

Furniture and Fquipmcnt (neD 
Prepaid Expenses 
Total Assets 

Liabilities and Net Woith 


Accounts Pa>Kblf 
Notes Payable— Mdse 
Notes Payable- Bink 
Accrued Expenses 
Total Cuirent Liabilities 
Bonds Taxable 
lotal Liabilities 
Capital Stock 
Surplus 

Total Liabilities md N<t W orth 



Working Ca pit d 
Contingent Lnb'ilitus 
Maximum Cunent Debt in \cn 
Minimum Cunent Debt m "Vcir 
Average Bank B vl irice 
Reserves Deducted from A^ets 
From Recuvibles 
From Buildings 

Fiom Fuimture and Lqui| mint 
Net Sales 
Net Pi ofits 
Dividends 
Ratios 

Curr Assets Curr Liab 

Curr Assets (excl mdse ) Cuir Liab 

Receivables Aver Daily Cr Sales 

Inventor} Turnover 

Total Tangible Assets Total Debt 
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strength; on the qther, it may showla weak condition for the group 
as a whole. These opposite possibilities mean that a supply of facts 
does not remove the need for judgment as to what constitutes a sound 
credit risk. From time to time, judgment will require a modification 
of requirements to allow for changes in conditions within the indus- 
try or in the general «date of business! 

The most ingenious application of the standard ratio idea is un- 
doubtedly the “index of credit strength” proposed by Wall and 
Duning. The ratios of a given business are compared with the “stand- 
ard” ratios for that type of business and the resulting percentages 
are then weighted and combined into a single index, which is intended 
as a measure of the deviation from par in credit strength . 10 The 
method is subject to all of the difficulties attending the use of stand- 
ard ratios already mentioned and^ the further one that the weight 
that should be Recorded any particular ratio is necessarily variable. 
If a single fault is bad enough, the apparently favorable appearance 
of other ratios is an insufficient offset, even though it may be more 
than enough to cover up the fault in a composite index of arbitrarily 
weighted factors. 

An illustration is found m the ca^e of an installment clothing store. 
The statements furnished by this concern showed a very satisfactory 
current ratio, acid test, inventory turnover, net profit margin, and 
ratio of net worth to debt. The only major disproportion was in a 
high ratio of receivable? to sales. These balances were at least four 
times what would have been expected in view of the credit terms. 
The indication of uncollectible accounts and overstated profits was 
unmistakable. In time, the cash from a sale of stock to the public was 
absorbed by this “expansion’' and the > usiness went into receivership. 
As in a case of crime detection, the one clue was sufficient. The 
weighting accorded the several elements in the credit or investment 
picture varies from case to case, and judgment must be exercised in 
making these shifting weightings of the numerous variables involved. 

Investment analysis materials. Whereas financial analysis for 
credit purposes is largely a study in tr Aency, investment analysis 
subjects the statements^ scrutiny for the possible light thrown upon 
• 

10 A. Wall and R. W Duning, Ratio Analysis of Financial Statements (New 
York: Harper & Brothers, i$28), Chapters X and XI; also Alexander Wall, 
Basic Financial Statement Analysis (New York: Harper & Brothers, 1942), 
Chapter VII. 
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earning power as well. Although different types or business will offer 
differing problems, a tentative outline of points generally studied is 
shown on the following page. 

The material suggested in this tentative outline might be added to 
as it suits the analyst. Suggestions for various other fruitful relation- 
ships have been offered in preceding chapters and also appear in the 
discussion of special types of business in succeeding chapters. In par- 
ticular cases, it might be of interest to include operating statistics as 
to output and the like, a picture of capital structure with stocks at 
market valuation rather than book values, or book value of the com- 
mon stock broken up into net current and other assets per share. 
Additional ratios might also be added. 11 

Where certain nonfinancial factors of importance are found with 
sufficient frequency, they may bt included on any form used, in order 
to insure their consideration. Such factors might be diversification of 
markets, labor relations, favorable plant location, and the like. 

If but a single security were under scrutiny, some of the material 
suggested could be omitted. Thus, a bond of a stable enterprise with 
ample safety margin does not require the careful study of financial 
data that a sj>eculative bond or a common stock would. Furthermore, 
the sums being invested will determine the amount of time and effort 
that can be devoted profitably to the study. Were the commitment 
sufficiently large, a field survey might even be undertaken to study 
operating conditions with something of the intensiveness that the 
management itself might undertake. 

It is not possible to make a complete survey of all the aids to state- 
ment analysis that may be available or desirable for executive pur- 
poses. Such discussion would read) over into the field of statistical 
control. Business statistics is a distinct subject that serves with 
accounting as the means of managerial control. Moreover, the subject 
of production costs — falling in the specialized field of cost accounting 
— can only be indicated in this work. 

11 Other material on form and content may be found in (1) R. E. Badger 
and H. G. Guthmann, Investment Principles and Practices (New York: Pren- 
tice-Hall, Inc., 4th ed,, 1951), pp. 2*53-261; (2) Benjamin Graham and D L. 
Dodd, Security Analysis (New York: McGraw-Hill Book Co., 3rd ed., 1951), 
pp. 212-213; (3) G. W. Dowrie and D. R. Fuller, investment h (New Yurk: John 
Wiley & Sons, Inc., 2nd ed., I960), pp. 298, 322; (4) Moody's Manual of Invest- 
ments (financial ratios are given for major corporations; and (5) Standard Cor- 
poration Records (Standard <fc Poor's Corporation) 
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SHORT OUTLINE FOR INVESTMENT ANALYSIS 


Name of business - 



II 


HI 


Working Capital Position 
Current Assets 
Current Liabilities 
Working Capital 
Current Ratio 

Long Term Debt Maturing in 2 5 years 

Net Assets 

AV orking Capital 
Fixed Operating Assets 
Nonoperating Investments 
In tam ihles 
Tota’ 

Capital Structure 
Be nds 

Preferred St^rk 
Common Stock 
Capital Suiphi^ 

Surplus R serves 
Karat l Snplus (In mgchs it ducted) 




• 1 0*hl 

Percentage Proportions 
Bonds 

Prefund Stock 

Common Equity less Int ingibUs 
Working ( apital per $1 000 Bond 
1* et langible \ssets per Share Common Stock 

IV Faimngh 

Net Sales 
I>< prcuation 
Net Upeiating Income 
Otlui Income 


Net for Interest 
Intel est 

Federal Income Taxes 
Preferred Dividends 
Common Dividends 
Surplus 

Depreciation to OroSs Fixed tssets % 

Deprec lation to Net Sales % 

Net Operiting Profit Margin — *1 
I urns Inteiest Fame cl 

Tunes Interest and Preferred Di\ Itnds Gained 

Earned p« r Share Common 

Dividends per Shure — Comnon 

Earned on Total langible Capital stiucture 

Earned on Tangible Common Lquit> 

V Sttui it} Pi ice Record (amiual high lo* i 
(Title) Bonds * 

Pref erre 1 Stoc k 
Common Stock 

Yield on average Bond Puce 
Yield mi Average Preferred Sic k Prire 
Di\ idend Y ipld on Common Stoc k 
Earneu cm Common Stock P i % 
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Supplementary information for investors, ' Indicative of the 
kind of information desirable for investment analysis purposes, is 
that required by the Securities and Exchange Commission from cor- 
porations registering their securities. In addition to the financial 
statements, information is required as to: 

(1) Facts about organization of corporation; 

(2) History andmature of business; 

1 (3) General character and location of principal plants and other 
important units; 

(4) Details about capital securities and any warrants or rights 
to subscribe to securities; 

(5) Names of persons who own more than 10 per cent of any 

class of equity security; * 

(6) Names and addresses of all directors and officers; 

(7) Remuneration of all directors and officers; also of employees 
and other persons wh( n they receive in excess of $20,000 during year; 

(8) Any important bonus or profit-sharing arrangements; 

(9) Important management and supervisory contracts; 

(10) Date* 3 , parties, and general ttnor of important contracts; 

(11) Options to purchase securities given by corporation; 

(12) Information about any (a) substantial asset revaluation, 
(b) restatement of capital ■dock, or (ci amortization of bond dis- 
count and expense other than regular annual write-off, 

(13) Names of public accountants who have certified statement*. 

Graphic presentation. Because of the very great importance of 
suitable presentation in order tc clarify the meaning of financial 
information, the utility of graphic forms should not be overlooked. 
The greater ease with which one may read a graph, as compared 
with a table of figures, explain* the increased U'-e of tins form of 
presenting figures. II is much easier to see the rise and fall of a line 
in a picture before one than to examine a series of figures that tell 
the same story. So a graph picturing sales, operating expenses, net 
earnings available for dividends, and dividends paid would make 
vivid some of the most important points to be examined in a series 
of earnings statements. 

Thus, the accompanying Figure 7 shows Bethlehem Steel Cor- 
poration's earnings and their distribution for the years 1929-1951 
much more vividly than the accompanying table. The total height 
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of the white portion of the bar reprjsents net income available for 
interest and dividends. The claims are marked off from bottom to 
top in the order of their priority: interest charges, preferred divi- 
dends, and, when they exist, common dividends and surplus. Common 
dividends were continued m 1930 and ^931 in amounts exceeding the 

BETHLEHEM STEEL CORPORATION EAR NINOS AND THEIR 
DISTRIBUTION * 

Ye ins Ended December 31 9 
(Thoiisind's of Dollars) 

Avmlablt 



foi Ftxfd 

Ft T( (l 

I J ) < f< rn d 

Common 

Surplus 

Year 

( 'hnnjf s 

( hatqc\ 

l)n tdends 

Dividends 

or Deficit 

1929 

53 460 

11 217 

i7 000 

\ 15 600 

19 643 

1930 

31 (116 

7 173. 

i7 000 

tl9 200 

g,H67d 

1931 

7 542 

7 426 

afi S95 

6 400 

11,J?Jd 

1932 


b S97 

1 645 


it HJfld 

1933 

} f i ) \d 

6 702 



8,73('d 

1931 

: J5i 

6 804 

1634 


1 0S4d 

1935 

1 1 >09 

7 21S 

3 209 


1023 

193V 

20 ir> 

6 511 

5 603 

4 7S7 

3.510 

1937 

3S 786 

6 900 

7 171 

15 911 

8 407 

1938 

12 378 

7 12S 

7 471 


i md 

1939 

32 133 

7 195 

7 471 

4 775 

12 392 

1940 

56 022 

7 578 

6 5 17 

11925 

26 982 

1911 

40 ns 

5 901 

0 537 

17 910 

10 010 

1942h 

30 961 

5 573 

0 517 

17 910 

911 

1913 

37 *04 

5 079 

6 521 

17 910 

7 692 

1944 b 

12 025 

5 So 7 

6 537 

17 910 

11721 

1945 

40 769* 

5 S« 1 

6 537 

17 910 

10 500 

1946 

33 280 

2 554 

G 537 

17 910 

6 285c 

1947b 

55 011 

3 925 

6 537 

17*10 

26 641 

1918 

95 25 1 

1 905 

6 537 

21 492 

62.318 

1919 

101 548 

5 205 

6 537 

22 999 

69 747 

1950 

12S 001 

5 024 

6 537 

39 290 

77,119 

1951 

112 729 

u 197 

6 537 

38 332 

61,662 


* Standard Cot /tot niton Pe^ciif itnn* 

a fmludfv, dmdtnds vi • v 1 b > d in iann«H> \ r t « t dost <*f fi < u \eir 
b Vf reMutuI in annual w»i» >rt of following ymi 

t Excluding ^11 OOOOOO ciodil ir »m tontingtnt} ioser\t? o strike tosts 

d ~ defu it 

e \ft< r deducing a nun ti/utiun of ill bt distount * ontls redot mod 

balance available. Unearned preferred dividends- were paid in 1932, 
1934, and 1938 The deficit (deeiease in Retained Farnmgs or Sur- 
plus) after the payment.*- in any year -hown bv the shaded area. 
In 1931, the earnings banl) covered intei ett charges, and both pre- 
ferred and common dividend's contributed to the deficit. In 1932 and 
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Fig. 7. — Bethlehem Steel Corporation 
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1933, the income statement showed a deficit even Wore interest by 
the amounts which the shaded, or cross-hatched, areas extend below 
the base line. A more vivid effect might be had by introducing a dif- 
ferent type of cross-hatching for each section of the bar and then 
coloring the deficit area with (he conventional red-ink color. How- 
ever, simple black-and-white effects are preferable for most commer- 
cial work because they permit quick and inexpensive reproduction, 
as compared with color work. The bars for the later years offer no 
problems of a chart-reading nature. The war years (1941-1945) 
showed earnings markedly higher than during die depressed 1930’s, 
but income and excess profits taxes held them in check. The tax influ- 
ence could be depicted by adding a dotted bar on the top of the bans 
in the figure to show the phantom earnings that might have been 
possible if taxes had been different. Income taxes were not shown in 
this chart because it is intended to show what the corporation inves- 
tors earned. To insert the income taxes between the interest and the 
stockholders’ income in their position of legal priority would give 
bars whose height would fail to show earning? The high earnings in 
the years 1948-1951 were partly the result of a very high rate ?>f 
steel mill activity and partly of a much higher price level. 

One point should be emphasized as to the nature of graphs one 
recommendation made, and one 1 caution given. Fiist, to the nature 
of graphs: they are prepared to tell the facts at a glance, and if 
detailed study is required, they fail in their primary purpose A 
good graph must be clear. Second, it may be recommended that, 
where possible, A it is a wise precaution to give a tabulation of the 
figures u^ed. In the third place, it is necessary to guard against pos- 
sible optical errors. 

Misleading graphs. For any thorough study of graphs, a special 
work on the subject erf statistical presentation should lie studied. 12 
Two misleading conditions have been >o frequently found m the 
presentation of financial data that they may properly be mentioned 
hero. The first condition indicates how the eye limy be misled, and 
the second, how the study of special forms is essential to injure the 
utilization of correct methods in graphic work. 

The pair of graphs shown in Figure 8 represent the same figures 

12 Misleading charts are discussed in JO Cmxton and 1J J t'nwden, Practi- 
cal Bust nr as Slatistus (New York: Prentice-Hall, Inc , 2nd ed 1918J, Chapters 
5-7 
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for the sales of a certain firm. Because the base line that would 
stand for zero has been erased in the right-hand figure, one is likely 
to gain an incorrect impression. The rise is so emphasized in that 
figure that the sales appear to have been increased rather more 
rapidly than in the case of the data presented in the left-hand figure 
The reason for this difference lies in the tendency of the eye to 
measure the quantities or values presented as so much distance 
between the base line and the line representing the data. Quantities 
at different points on the data line are consequently given relative 
values dependent upon their relative height, an interpretation that is 
corn et only when the base line is zero 


TABLE OF SALES CHARTED 

Year 


1920 

1921 

1922 

1923 

1924 

1925 

1926 



Amount of Sales 
S130,000 
110 000 ■ 
125 000 

140.000 

160.000 
175 000 
200,000 



Fig, 8. — Illustration of Visual Effect of Different Base Lines. 


In one instance, the promoters of a speculative stock wished to 
show graphically how the price of their stock Had risen. The price 
had increased from $25 to about $32 d a relatively short period 
of promotion By making the base line $22 instead of zero, the reader 
was given the impression that the stock had about tnpled in value 
in the interval, because $32 wa^ three and one third times as far 
from the base line as $25. So, in the figure for sales given in the 
above illustration, the impre* sion made by the second graph is that 
the amount has been multiplied a number of times, where the correct 
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figure shows the increase to h e been but a fraction of the value 
in the initial year. 

Ratio charts. Another problem in graphic presentation arises 
where the object is not to present certain quantities, such as the total 
sales, but where, rather, the percentage of increase or decrease of 



Fig. 9.— *Sales and Net Income of Leading Shoe Manufacturers, 1940-1951 

— Rectilinear Chart. 

one item, such as sales is to be compared with the percentage increase 
or decrease of some other item, such as expenses. Many charts are 
made with the express intention of showing •relative variations; but 
when drawn on ordinary rectilinear ruling, they give a misleading 
picture. A chart upon which a certain vertical distance always repre- 
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sents the same percentage change rather than the same numerical 
change meets this difficulty. This result is accomplished by the ratio, 
or “semilogarithmic,” chart. 13 

On the rectilinear chart, the same numerical change is always 
represented by the same vertical dis^ince, whereas on the ratio 
chart, the same percentage change is always represented by the 
same vertical distance For example, m the rectilinear chart, the 
vertical distance between 1,000 and 2,000 is tig* same as between 

5.000 and 6,000, because the numerical difference is the same — 1,000 
m both cases Note, however, that whereas the numerical increase 
is the same in both cases, the percentage increase is very different, 
being 100 per cent m the fir-t case and 20 per cent in the second. 
In the ratio chart, however, the vertical distance fiom 1,000 to 2,000 
(100 per cent increase) is considerably greater than fiom 5,000 to 

6.000 (20 per certf increase) but is the same as from 5,000 +o 10,000 
(100 per cent increase) A Bo, the distance from 1,000 to 1,200 (20 
per cent increase) is the same as from 5,000 to 6,000 (20 per cent 
increase) 

The net sales and net income figures for three leading shoe manu- 
facturers— International Shoe Company, Endicott- Johnson Corpora- 
tion, and the Brown Shoe Company, I no --as shown m the accom- 
panying table, are used to illustrate the difference between the two 
types of chart Plotted in the accompanying ordinary rectilinear 
chart, the figures for sales are prominent and tluw» for net income 
(m this case, the same as ne profits) are s () ^niall as to conceal 
fluctuations and trends For these data, lelative rise and fall, or 
fluctuation, is more important to the analyst than the absolute dollar 
change'- The ratio chart figure bungs out tin 1 - relative fluctuation 
As would be expected, net income is more variable percentagewise 
than sales Whereas the mere size of the International sales hguies 
makes then movement seem more extiemt m the fust chart, the ratio 
chart brings out the very similar lelative hale* fluctuation* of all 
three companies, although the narrowing spread between the sales 
line ot Brown Shoe and the two laigei >mpanie", equally after 
1946, indicates that the Jfoimcr company was gaming on the latter. 
The ratio chart'also brings out the relative fluctuations or stability 
of net income from year to year The most remarkable change oc- 
curred in 1946 when Brovn Shoe net income rose abruptly to a 


13 Ibtd , Chapter 6 
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Fig. 10. — Sales and Net Income of Leading Shoe Manufacturers— — 

Ratio Chart. 
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higher figure thanAhat for Endicott-Johnson. The figures of all three 
companies reflect the lifting of exces^ profits taxes in 1946, the rising 
price level, and generally favorable bu'-ine^s condition 1 ? It is un- 
necessary to analyze this case further to illiterate the point. A study 
is indicated of such influences upon! net income as differences in 
inventory valuation, in markets served, in the income tax burden 
and in profit margins. These factors have been discussed at an earlier 
point. « 

SALES AND NET INCOME OF LEADING SHOE 
MANUFACTURERS 1940-1951 

(Thousands of Dollars) 




W t Saif s' 


* Wet Income 



Inti r- 

Endicott- 


Inin- E 

'ruheott- 


Year 

nahona 1 

Johnson 

, Brown 

national Johnson 

Brown 

1940 

$ 89 257 

% 57 636 

S 25 633 

$ 6 474 

SI 664 

$ 498 

1941 

116 530 

80 852 

37 737 

7 207 

2 351 

1012 

1942 

144 256 

103 876 

48 223 

6 99 > . 

2 344 

920 

1943 

142 841 

<15 770 

>1212 

6 7 IS 

2 310 

979 

1944 

156 642 

9 j 566 

5122" 

5 961 

2 27 i 

785 

1945 

148 7*3 

102 093 

56 458 

5 569 

2 267 

791 

1946 

135 031 

105 SS9 

54 966 

5 449 

2 377 

2 514 

1947 

212 918 

112 n>9 

76 021 

14 002 

2 938 

2,607 

1948 

219 S05 

1 18 650 

8^ 104 

13 S20 

3 623 

2 555 

1949 

190 003 

131 677 

8u .17 / 

7 682 

2 298 

2 543 

1950 

19h 610 

113 331 

*9 113 

10 957 

1392 

4 271 

1951 

233 317 

157 317 

111393 

8 978 

2 329 

3,134 

The 

ratio chart tlma 

> J)]fM I)b 

r oi lapid 

imp! eiion 

d picture of 

relatnr 

* a anal ion oi tw 

o ni mote 

H i ie^ oi 

ot the vaiution of 

even 

a single 

■ senes, m a wav 

that no tabh po^sibJ 

a can I tui 

an elaborate 


percentage studv would he le^s telln although once the major dif- 
ferences have been pi evented m the giaphie balloon, i few T percentage 
statements may fotlify the dtM upturn ot the chart Thus the per- 
centage increases m -ales and net income tor the period 1940-1951 
were as follows. 

biha Net Income 
Jncrcasi fnneaae 

Inlernatinml 161D 39* r 

Endicott-Johnson, 173 40 

Brown • 304 528 

It will be noted that rto zero amount or deficit can be lepresented 
upon the ratio chart The Dase line does not have any significance, 
as it ordinarily does m u cell-const l noted rectilinear chart with a 
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zero base line that facilitate? comparisons of absolute amounts by 
their vertical distances from it. 

Summary. This chapter has suggested something of the form to 
be followed in financial statement analysis for mercantile and bank 
credit work and for investuent purposes. The task is admittedly 
difficult because in practice the form must be adapted to fit the data 
that are ordinarily available and to meet the peculiar needs of the 
user of the material. Variations in available data and in a user’s 
needs will require modification of any general form put forward. 

The supplementary information noted in this chapter is worthy 
of special study, for often the discovery of a single hidden factor 
sufficient to make for success or failure will rest upon some one clue. 
Graphic presentation is mentioned here because so frequently it is 
the most effective instrument for bringing, out important tendencies 
and presenting them effectively. 
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FORM OF FINANCIAL STATEMENTS REQUIRED BY 
SECURITIES AND EXCHANGE COMMISSION 

Among the various forms published by the Securities and Exchange 
Commission the student of statements will be especially interested 
m Form S-l for corporations that are applying for the registration 
of the securities about to be offered to the public, and Form 10-K 
for the annual report of corporations whose securities are listed on 
a registered securities exchange With each form there is an instruc- 
tion book Regulation S-X on the Form and Content of Financial 
Statement^ from which much of the following material is drawn, 
should be studied carefully 

The Commission recognizes that «ome “average investors** will 
not always appreciate or even grasp the significance of some portions 
of such information but it believes that everything that it asks 
possesses value to the investing public and that this should be made 
available to those who want it especially those who undertake to 
give advice to invest ois 

As icqmred by law, the financial statements are to be certified by 
certified public accountants Her proper audit 

A fullei statement of the requirements as well as rulings may be 
found m the Securities Regulations Service, published by Prentice- 
Hall, Inc 

Balance sheet* Where, m these instructions, ‘'the basis of determining the 
amount is required, the Insm shall be stated specificdh The term ‘book 
value** is not sufficiently explanatory unless, in the instructions, it is stated 
to be acceptable with respect to an item 

The amounts of assets mortgaged, pledged oi otherwise subject to lien 
shall be design ited md the obligations sec * <1 shill be bntfly identified 
However, m the case of commercial, industrial, and public utility companies 
this rule need nc&t be followed with respect to assets (other than current 
assets and securities) given as security for bonds, mortgages and similar 
debt 

The basis of conversion of all items m foreign currencies shall l>e stated, 
and the amount and disposition of the resulting unrealized profit or loss 



292 


SUPPLEMENTARY INFORMATION 


shown if significant. (See Regulation S-X, especially Article 3, foT further 
general instructions on balance bheet.) 

Current assets: Items classed as current assets shall be generally realiz- 
able within one year. However, generally recognized trade practices may be 
followed with respect to the inclusion of items such as installment receivables 
or inventories long in process, ^provided an appropriate explanation of the 
circumstances is made and, if practicable, an estimate is given of the amount 
not realizable within one year. 

1. Cash and Cas 1 Items: State separately (a) cash on hand, 

demand deposits, and time deposits; 
(b) call loans; (c) funds subject to 
withdrawal restrictions 

2. Marketable^ Securities: Include onh securities having a ready 

market. Securities of affiliates shall not 
be included here State the bans of 
determining the amount at wdnch ear- 
ned The aggregat 1 cost, and aggregate 
amount on the bass of current market 
quotation^, shall be stated parentheti- 
cailv or otherwise 

3. Notes Receivable { Trade i; 

4. Accounts Receivable 

{Trade) - 

5. lit serves for Doubtful Notes No tt> and account-, receivable known 

and Accounts Receivable to be uncollectible shall be excluded 

(Tiack). from the assets as well as from the 

reserve accounts 

0. Inventories. (a) Stare separately, or in a footnote 

referred to herein, if practicable, the 
major classes of inventory such as (1) 
finished good*' (2) work in process; 
(3) rav\ materials, and (4) supplies, 
(b) The basis of determining the 
amounts shall be Mated If a basis 
such as “cost,” “market or “cost or 
market whichever is lower” is given, 
there diall al.-.o be given, to the extent 
practicable, a general indication of the 
method of determining the “cost” or 
“market”, e.g., “average cost” or 
“ffr»t-in-first-out,” or “last-in~firet- 
out.” 

7. Other Current Assets: (a) State separately U) total of 

current amounts, other than trade 
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8* Total Current Asset s; 

Investments: 

9. Securities of Affiliates : 

10. Indebtedness of Affiliates - 

Not Current: 

11. Other Security Investments: 

12. Other Investments: 


accounts subject to the usual trade 
ternu, due from directors, officers, and 
principal holders of equity securities 
other than affiliates; (2) total of cur- 
rent ^mounts due from parents and 
subsidiaries; and (3) any other 
amounts in excess of 10 per cent of 
total current assets, indicating any 
such amount dufc from affiliates other 
than parents and subsidiaries. 

(b) Indebtedness of a parent or sub- 
sidiary, or any affiliate designated 
under (a) (3) shall not be considered 
as current unless the net current asset 
position of such person justifies such 
front ment. In the registrant’s balance 
sheet show separately that indebted- 
ness which in the related consolidated 
balance sheet is (1) eliminated and 
(2) not eliminated. 


State the basis of determining the 
amount. State separately the amount 
which in the related consolidated bal- 
ance sheet is (a) eliminated and (b) 
not eliminated. 

State separately the* indebtedness 
which a the related consolidated bal- 
ance si. et is (a) eliminated and (b) 
not eliminated. 

Provision for necessary reserves shall 
be shown. 

State the basis of determining the 
amount If available, state parentheti- 
cally, cn otherwise, the aggregate 
amount on the basis of market quo- 
tations. 

State separately, by class of invest- 
ments, any items in ext ess of 10 per 
cent of the amount of all assets other 
than fixed and intangible. 
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Fixed assets i j 

13. Property, Plant, and Equip- 
ment: 

D 


(a) State separately here, or in a 
footnote referred to herein, if practi- 
cable, each major class, such as land, 
buildings, machinery and equipment, 
leaseholds, or functional grouping, and 
the basis of determining the amounts. 

(b) Tangible and intangible utility 
plant of a public utility company shall 
be segregated so as to show separately 
the original cost, plant acquisition ad- 
justments, and plant adjustments, as 
required by the system of accounts 
prescribed by the applicable regula- 
tory authorities This rule shall not 
be applicable in respect of companies 
which are not otherwise required to 
make such a classification or have not 
completed the necessary original cost 
studies. If such classification is not 
otherwise required or if such original 
cost studies have not been completed, 
an appropriate explanation of the cir- 
cumstances shall be set forth in a* note 
which shall include a specific state- 
ment as to the status of the original 
co^t studies and, to the extent practi- 
cable, the results indicated thereby. 


14 Reserves for Depreciation, 
Depletion, and Amortiza- 
tion of Property, Plant , 
and Equipment (or Re- 
serves m Lieu thereof): 


Intangible assets: 

15. Patents , Trade Marks , Fran - State the basis of determining the 

chiscs, Good Will, and amounts 
Other Intangible Assets. 

16. Reserves for Depreciation 

and Amortization of In - 
tangible Assets: 



SUPPLEMENTARY INFORMATION 


295 


Deferred charges: 

17. Prepaid Expenses and Other 

Deferred Items : 

18. Organization Expense : 

19. Debt Discount and Expense: 

20. Commissions and Expense on 

Capital Shares: 

Other asset*: 

21. Other Assets: 


State Separately any material items. 
Prepayments of services to be received 
within^ one year may, however, be 
included under caption 7. 

State the method of amortization, if 
any 

State the method of amortization. 

State *t he method of amortization, if 
any These items may be shown as 
deductions from surplus 

StaV* separately (a) total of amounts 
due from directors, officers, and prin- 
cipal holders of equity securities other 
than affiliates, (b) each* pension or 
other special fund; and (c) any other 
item in excels of 10 per cent of the 
amount of all assets other than fixed 
and intangible. 


LIABILITIES, CAPITAL STOCK, AND SURPLUS 


Current liabilities: Items duo and payable within one \ear shall in gen- 
eral be classed as current liabilities llowtver, generally recognized trade 
practices iruv be followed with resrect to the exclusion of items such as 
customers/ deposits and deferred income, provided an appropriate explana- 
tion of the circumstances is made 


22. Notes Payable: 


23. Accounts Payable (Trade) 

24. Accrued Liabilities * 

25. Other Current Liabilities: 


State septrateh amount* payable (a) 
to bank*, (b) to Uade, and (c) to 
others 


State separately (a) acc mod payrolls; 
(b) tax liability, (e) interest; and 
(d) any v # * r material itom^ 

State separately (a) dividends de- 
clared, (b) bonds, mortgages, and 
similar debt; (c) total of current 
amounts due to parents and subsidi- 
aries, showing separately in the regis- 
trant’s balance sheet the amounts 
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which in the related consolidated bal- 
ance sheet are (1) eliminated and (2) 
not eliminated; (d) total of current 
amounts, other than items arising in 
the ordinary course of business, due 
directors, officers, and principal hold- 
ers of equity secunties other than 
affiliates; and (e) any other item in 
excess of 10 per cent of total current 
liabilities, indicating any such liability 
due to affiliates other than parents 
and subsidiaries. Remaining items may 
be shown in one ariaount. 

26. Total Current Liabilities : 


Deferred income: 

27. Deferred Income : 


Long-term debt; 

28. Bonds , Mortgages , and Simi- 
lar Debt: 


29. Indebtedness to Affiliates — 

Not Current: 

30. Other Long-Term Debt : 


State separately here, or in a note 
referred to herein, each issue or type 
of obligation and such information' as 
will indicate (a) the general character 
of each type of debt including the rate 
oi interest; lb) the date of maturity, 
or if maturing serially, a bnef indica- 
tion of the serial maturities, such as 
“maturing serially from 1950 to 1960”; 
(c) the aggregate amount of maturi- 
ties, and sinking fund requirements, 
each year for the five years following 
the date of the balance sheet; (d) if 
the payment of principal or interest 
is contingent, an appropriate indica- 
tion of such contingency; (e) a bnef 
indication of pnority; and (f) if con- 
vertible, the basis. 

State separately indebtedness which in 
the related consolidated balance sheet 
is (a) eliminated* and (b) not elimi- 
nated.* 

Include under this caption all amounts 
of long-term debt not piovided for 
under captions 28 and 29 above. State 
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separately (a) total amounts due 
bank* (b) total amounts due direc- 
tors, Officers, and principal holders of 
equib securities other than affiliates, 
and b) other long-term debt, speci- 
fying ’any material item. Indicate 
whether secured Show here, or in a 
note referred to herein, the informa- 
tion required under caption 28. 

Other liabilities: 

31. Other Liabilities: State separately any amount in excess 

of 10 per cent of the total of liabilities, 
other than long-term debt. 

32. Commitments and Contingent Commitments — (a) If material in 

Liabilities ; amount the pertinent facts relative to 

firm commitments for the acquisition 
of permanent investment < and fixed 
aw-tb and for the purchase, repur- 
eha>e, construction, or rental of assets 
under long-term leases shall be stated 
bneflv in the balance sheet or in foot- 
note^ referred to therein 
(b) Where the rentals or obligations 
under long-term lea^e 6 - are material 
there shall be shown the amounts of 
annual rent ds undtr such leaser with 
mine indication of the periods for 
which they are payable, together with 
any important obligation turned or 
guar oteo made in connection there- 
with If the tent. ib are conditional, 
state the minimum annual amounts 
Contingent liabilities — V brief state- 
ment a* to contingent liabilities not 
reflected in the balance sheet shall be 
made In the case of guarantees of 
^ecunbe^ of other issuers a reference 
to the ippropriate schedule shall be 
included 

Reserves ( not elsewhere provided for ) : 

33 Reserves, Not Shavm Else- State separately each major class and 
where: indicate clearly its purpose. 
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Capital shares and surplus: Financial statements may be filed m such 
form and order, and may use such generally accepted terminology, as will 
best indicate their significance qid character in the light of the provisions 
applicable thereto. 


34 Capital Shares: State for each class of shares the title 

of issue, the number of shares author- 
ized, the number of shares outstand- 
ing, and the capital share liability 
thereof, and, if convertible, the basis 
of conversion Show also the dollar 
amount, if any, of capital shares sub- 
scribed but unissued, and of subscrip- 
tions receivable thereon 

35 Surplus: (a) Separate captions shall be shown 

for (1) paid-in surplus, (2) surplus 
arising from revaluation of assets, (3) 
other capital surplus, and (4) earned 
surplus (i) appropnated and (n) un- 
appropriated 

(b) If undistributed earnings of sub- 
sidiaries are included, state the amount 
thereof parenthetically or otherwise 
However, in a consolidated statement 
the preceding sentence shall have ref- 
erence onl> to the undistributed earn- 
ings of subsidiaries not consolidated m 
such a statement 

(c) Subsequent to the effective dite 
of a quasi-reorganization any descrip- 
tion of earned surplus shall indicate 
the point of time from which the new 
earned surplus dates and for a period 
of at least three years shall indicate 
the total amount of the deficit elimi- 
nated 

(d) An analysis of each surplus ac- 
count setting forth the information 
prescribed in rule 11-02 shall be given 
for each period for which a profit and 
loss statement is filed, as a continua- 
tion of the related profit and lose 
statement or in the form of a separate 
stitcmcnt of surplus, and shall be 
referred to here 
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Balance sheet notes: 

A. Contingent liabilities not reflected in the balance sheet shall be given due 

consideration here. i 

B. If there be arrears in cumulative divi lends, state the amount per share 

and m total. i 

C. The facts and amounts with respect to any default in principal, interest, 
or sinking fund provisions shall be stated here if not shown in the balance 
sheet. 

* 

Profit and loss or income statements 

If income is derived from both Gross Sales (caption 1A. below) and 
Operating Revenues (caption l.B. below), the two classes may be combined 
in one amount if the lesser amount is not more than ICtper cent of the sum 
of the two items. If these items are combined, the Cost of Goods Sold (cap- 
tion 2 A. below) and Operating Expenses (caption 2.B. below) may be 
combined in one amount. 


I.A. Gross Sales Less Dis- 
counts, Returns, and 
Allowances * 

2 A. Cost of Goods Sold: 


l.B. Operating Revenues: 


State separately, if practicable, (i) 
sales to parents and' subsidiaries and 
(n) sales to others. 

(a) State the amount of cost of goods 
sold as regularly computed under the 
system of accounting followed Indi- 
cate the amount of opening and closing 
inventories used m the computation, 
and state the basis of determining 
such amounts. 

(b) Merchandising organizations, both 
wholesale and retail, may include occu- 
pancy and buying *osts under this 
caj tion. However, publicity costs shall 
be included under caption 4 below or 
shown separately. 

State separately, if practicable, reve- 
nues from (a) parents and subsidiaries 
and (b) others. A public utility com- 
pany using a uniform system of ac- 
coui s or a form for annual report 
prescribed by Federal or state authori- 
ties, or a similar system or report, 
shall follow the general segregation of 
revenues prescribed by such system or 
report. 
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2.B. Operating Expenses : 


8. Other Operating Expenses: " 


4. Selling , General , Adminis- 

trative Expenses : 

5. Provision for Doubtful 

Accounts: 

6. Other General Expenses: 

Other income: 

7. Dividends: 


8. Interest on Securities: 


9. Piofits on Securities: 


10. Miscellaneous Other Income : 


State separately, if practicable, pur- 
chases from and services rendered by 
(a) parents and subsidiaries and (b) 
others. A public utility company using 
a uniform system of accounts or a 
form for annual report prescribed by 
Federal or state authorities, or a simi- 
lar system or report, may follow the 
general segregation of operating ex- 
penses prescribed by such system or 
report. 

State separately any material amounts 
not included m captions 2.A. or 2.B. 
above. 


Include items not normally included 
in caption 4 above. State separately 
any material amount 

♦ 

State separately, if practicable, the 
amount of dividend* irom (a) securi- 
ties of affiliates, (bi marketable secu- 
rities, and (c) other security invest- 
ments 

State separately, if practicable, the 
amount of interest from (a) market- 
able securities, (b) securities of affili- 
ates, ( c) other security investments. 

Profits shall be stated net of losses. 
No profits on the person’s own securi- 
ties, or those of its affiliates, shall be 
included under this caption Stale here 
or m a note herein referred to the 
method followed m determining the 
cost of secui dies sold, eg . “first-m- 
first-out”; “average cost”; or “identi- 
fied certificate. ” 

< 

State separately any matenal amounts, 
indicating clearly the nature of the 
transactions out of which the items 
arose. 
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Income deductions: 

11. Interest and Debt Discount Stall? separately (a) interest on bonds, 

and Expense : moifgages, or similar debt; (b) amor- 

tizat on of debt discount and expense 
or premiums; and (c) other interest. 

12. Losses on Securities: Losses shalJ be stated net of profits. 

No losses on the person's own securi- 
ties, or those ot its affiliates, shall be 
included under this caption. State 
her$ or m a note herein referred to 
the method followed m determining 
cost of securities sold, eg ., “average 
cost," “first-m-first-out" or “identified 
certificate." 

13. Miscellaneous Income De- State separately any material amounts, 

d actions:* indicating clearly the nature of the 

transactions out of which the items 
arose. 

14r Net Income or Loss Before 

Provision for Taxes on In- 
come: 

15. Provision for Income and State separately (a) Federal normal 

Excess Profits Taxes: income and surtax; (b) Federal excess 

profits tax; and (c) other income 
taxes. 

16. Net Income or Loss: 

17. Special Items: State separately and, describe each 

item of profit and loss given recogni- 
tion in the accounts and not included 
in the determination of net income or 
loss (caption 10). 

18. Net Income or Loss and Spe - (a ) See rule 5-02 [caption 35 id)J. 

aal Items * 

Schedule I — Marketable securities — othei security investments. — 

COL. A , COL. B COL C COL. D 

Name of Issuer Numbei of Shares or Amount at Which Value Based on Current 
and Title of Units--- Pnnripal Carried in Balance Market Quotations at 

Issue (Note 1) Amount o! Bonds Sheet (Note 2) Balance Sheet Date 

and Noi*^ 



302 SUPPLEMENTARY INFORMATION 

Note 1. (a) Each issue shall be stated separately, except that reasonable 
groupings, without enumeration, may be made with respect to 
(1) securities issued or guaranteed by the United States Gov- 
ernment and (2) I investments as to which the aggregate 
amount earned in/jdlumn C is not more than 2 per cent of 
total assets. * 

(b) In the case of bank holding companies group separately (1) 
securities of banks and (2) other securities, and in column C 
show totals for each group 

2. State the basis of determining the amounts m column C. Column 
C shall be totaled to agree with the respective balance sheet 
captions 


Schedule III — Investments in securities of affiliates. — 


COL A 

COL B 

COI 

* C 

COL I) 

COL E 

Name of Issuer 
and Title of 
I*sue 

Balance at Begin 
ning of Period 
(Note 2) 

| Additions ! 

Deductions 

Balance at Close 
of Period 

(Note l) 









(i) 

(2) 

0) 

(2) 

M) 

(2) 

(l) 

M) 


Number 

Amount 

Number 

Amount 

Number 

Amount 

Number 

Amount 


of Shares 

in 

of Shares 

m 

of Shares 

in 

of Shares 

ltf 


or l nits 

Dollars 

or l nils 

Dollars 

or Units 

Dollars 

or Units 

Dollars 


Principal 


Print ipal 

(Volt 1) 

Principal 

(Note 4) 

Principal 



, Amount 


Amount 


Amount | 


Amount 



of Bonds 


of Bonds 


of Bonds 


of Bonds 



and 


and 


and 


and 



| Notes 


Notes 


Notes 


Notes 



Note 1. (a) Croup sepirilelv see unties of (ti subsidnnes consolidated, 
(*}) Mibsidnru ^ not ronsolid it< d, and (3) other affiliates, 
showing shares and bonds sepintel> in each c isc Within each 
group m ijor invest m< nK shall Ik st ited si p irately Reason- 
able grouping without enumontion nm be m ide of other 
investnu nt* 

(b) Iho^c fori lgn investments, the e mum i it ion of wlmh would 
bo ill truni ntal to tin n gist rant, m iv be ground 

2. The bal meo at t he bigmiung of iht pi nod ot report may be as 
per tin mounts 

3. If the lost ot additions in column C ^presents other than cash 
expenditures, explain It acquired from an affdfcte (and not an 
original issue ot that affiliate) at ottyr than cost to the affiliate, 
show such cost, piovided the acquisition b> the affiliate was within 
two years prior to the acquisition by the person tor which the 
statement is tiled 
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4. State; (a) Cost of items sold and how determined; (b) amount 
received (if other than cash, explain) ; and (c) disposition of re- 
sulting profit or loss. n 


Schedule V — Property, plant and equipment (Note 1). — 


COL. A 

COL. B 

COL C 

COL D COL E COL F 

Classification 
(Note 2) 

Balance at 
Beginning of 
Period 
(Note 3) 

Additions at 
Cost 

(Note 4) 

Retirements Other Changes Balance at 

or Sales . - Debit Close of 

(Note 5) ‘ and/or Period 

Credit — 

Describe 
(Note 6) 


Note 1 . If the financial statements are being filed as "part of an annual or 
other periodic report, comment bncflv on any significant and un- 
usual additions, abandonments, or retirements, or any significant 
and unpsual changes in the general character and location, of 
principal plants and other important units, which may have 
occurred within the period. 

2. (a) Show' by major classifications Mich as land, building.', cquip- 

*** ment, or leasehold' If Mich classification is not present or 

practicable, this mav be stated m one amount The additions 
included in column C shall, howe\er, be segregated in accord- 
ance with an appiopriatc classification If property, plant, and 
equipment abandoned is carried at other than a nominal 
amount, indicate, if practicable, the amount thereof and state 
the reasons for such treatment Items of minor importance 
may be included under a miscellaneous caption 

(b) Public utility companies. A public nt ilit \ company shall, to 
the extent practicable, classify utility plant by the t\pe of 
service rendered (such as electric, gas, transportation, and 
water) and shall state sep irately under each of such service 
classifications the major Mibelassilu ations of utility plant 
accounts. 

(c) Mining companies using Article 5A. Such mining companies 
shall include herein only depreciable mine plant and equip- 
ment at the dollar amounts required by the instructions set 
forth under caption 13, properh , plant, and equipment of 
Article 5A f| SG05A]. A m mug company falling imo this 
category shall also, to t lie extent practicable, observe the other 
mstructions'set forth under this rule. 

3 

3. The balance at the beginning of the period of report may be as per 
the accounts. If neither the total addition* nor the total deductions 
during the period amount to more than 10 per cent of the closing 
balance and a statement to that effect is made, the information 
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required by columns B, C, D, and E may be omitted: Provided 
That the totals of columns C and D are given m a footnote, and 
Provided further , That my information required by Notes 4, 5 
and 6 shall be given and |na y be in summary form 

4 . If the changes m propeify accounts m column C represent any- 
thing other than additions from acquisitions, state clearly the 
nature of the changes and the other accounts affected If cost of 
property additions represents other than cash expenditures, ex- 
plain If acquifed from an affiliate at other than cost to the affiliate, 
show such cost, provided the acquisition by the affiliate was within 
two years prior to the acquisition by the person for which the 
statement is filed 

5 . If changes fa column D are stated at other than cost, explain if 
practicable 

6 . State clearly the nature of 'the changes and the other accounts 
affected If provision for depreciation, depletion, und Amortization 
of property, plant, and equipment is credited in the books directly 
to the asset accounts, the amounts shall be stated in column E 
with explanations, including the accounts to which charged 


Schedule VI — Reserves for depreciation, depletion, and amortization 6f 
property, plant, and equipment (Note 1). — 


COL A 

COL B 

COI c 

COL D 

COL E 

Description 
(Note 2) 

Balance at 
Beginning of 
Period 
(Note 3) 

•> 

Additions 

Deductions from 

K eserves 

Balance at Close 
of Period 

(0 

Charged 
to Profit 
and I 
or 

In ome 

I <2 ' i 

j Charged 1 
m Other 
Accounts 
— De 
scribe 

| (0 

1 Retire 
| ments 
Renewals 
, and 

Replace 
ments 

(2) 

Other - 
Describe 


Note 1. (a) If other reserve^ are created in lieu of depreciation reserves, 
the same inform ition -.hall be gi\cn with respect to them 

(b) Insofar as amounts for depreciation, depletion, and amortiza- 

tion ire credited to the property accounts, such amounts shall 
be shown in the schedule of property, plxnt, and equipment, 
as there required • 

(c) Mining companies using Article 5 A. Such mining companies 
shall include herein only the amount of the reserve for depre- 
ciation, depletion, and amortization of mine property, plant, 
and equipment and unrecovered promotional, exploratory, 
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and development costs applicable to the amounts set forth m 
the schedule filed pursuant to Rule 12-06 and Rule 12-06A 
A mining company fallinAmto this category shall also, to the 
extent practicable, ob&erta the other instructions set forth 
under this rule 

2. If practicable, reserves shall be shown to correspond with the 
classifications of property set forth in the related schedule of 
property, plant, and equipment, separating especially depreciation, 
depletion, amortization, and provision fot retirement 

3. The balance at the beginning of the period of report may be as 
per the accounts 

Schedule VII — Intangible assets (Note 1). — 


COL A 

COL B 

COL C 

COL D 

COl E 

j COL F 

Description 
(Note 2) 

• 

Balance at 

Additions at 

Deductions 
( Note S) 

Other C hanges 

Balance at 

■ 

•• 

Beginning 
of Period 
(\c te 31 

Tost — 
Describe 
(Note 4) 

! 

1 

CD 

Charged to 
Proht and 

I oss or 
Ircome 

(2) 

Charged to 
Other 

Accounts — 
Describe 

— Debit 
^od j or 
Credit — I 

Describe 

' 

Close of 
Ptnod 


Note L If m the accounts it is not prutic ible to seppratp intangible assets 
from propei t\ plint, and equipment the inform ilion here re- 
quired nm be included in the schedule for property plint, and 
equipment In »uch event stitc m the hihnce -hept qn\ known 
aiTiount of intangibles ^o me luded with m mdic it ion that a further 
unknown amount oi mt mgihh' i<* aNo so included 

2. Show b\ muor cliche mom, mth a** pitent^ or good will If such 
cl I'Mfir ition i^ not present r prictioible, * hi- nn\ be stitc d in 
one amount '1 ht additions i a luded in column C hill, however, 
be segregated in ucordance wuh an ippiopnate cl issification 
Iteim of minor import mce mn be included under i miscellaneous 
caption 

3. The bilmce it the beginning of the jeimd or report nu\ be as 
per the u count** 11 neither the lord aciditum* nor the tot il leduc- 
tions during the period amoi <o moie than 10 per cent of the 
closing bikuiyc and a -titeirnnt to tint effect is made, columns 
B, I), and E iua\ be omitted by am eomparn other than a 
public lit iht> company Anv information required b\ Note 4 or 5 
shall, however,\>e gnen and ma\ be m summarized foim 

4 . If the changes m iccounts in column C represent anything other 
than additions 'tom acquisitions, state clearly the nature of the 
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changes and the other accounts affected If cost of additions repre- 
sents other than cash expenditures, explain. If acquired from an 
affiliate at other than cohdto the affiliate, show such cost, provided 
the acquisition by the affiliate was within two years pnor to the 
acquisition by the personf for which the statement is filed. 

5. If provision for depreciation and amortization of intangible assets 
is credited m the books directly to the intangible asset accounts, the 
amounts shall be stated in column D with explanations, including 
the accounts tb which charged 

Schedule VIII — Reserves for depreciation and amortization of intangible 
assets (Note 1). — 


COL A COL B 

COL C 

COL D 

COL E 

Description Balance at | 

(Note 2) Beginning 

of Period 
(Note 1) 

Additions 

Deductions from 
Reserves — 
Describe t 

Balance at Close 
of Period 

- «- 

I (1) 

Charged to 
Profit and 
Loss or 
InLome 

(2) 

Charged to 
Other 

Accounts- - 
D< scribe 


Note J. Insofar <i> amounts for depieuation and amortization are credited < 
to the intangible asset account-*, such amounts shall be show r n in 
the schedule of intangible islets, there required 

2. If practicable, reserves shall be shown to correspond with tne 
classification m the related schedule of intangible assets 


3. The balance at the beginning of the period of report may be as 


I>er 

Schedule XII 

the iccounts 

— Reserves. — 

COL A 

COI B 

COI C 

COL D 

COL E 

Description 
(Note f) 

Bahnce at 
Beginning 
of Period 
(Note 2 ) 

Additions 

Deductions from 
Reserves — 
Describe 

Balance at Close 
of Period 

0) 

Charged to 
Profit and 
Lovs or 
income 

1 

(2) 

Charged to 
Other 

Accounts — 
Describe 


Note 1. List, by major classes, all reserves not included in specific sched- 
ule s Identify eaeh such class of reserves by descriptive title. Group 
(a) those reserves which are deducted m the balance sheet from 
the assets to which they apply and (b) those reserves which sup- 
port the balance sheet caption Reserves, not shown elsewhere. 
Special contingency reserves may be grouped in one total. Reserves 
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as to which the additions, deductions, and balances were not sig- 
nificant may be grouped m one total and in such case the informa- 
tion called for under columns C ^ind D need not be given. 

2 Except in the case of a bank llolding or investment company, 

the balance at the beginning of tue period of report may be as per 
the accounts. 


Schedule XVI — Supplementary profit and loss information (Note 1). — 


COL A 

COL B (NOTE 2) 

COL C (NOTE 2) 

COL D 



1 

Item 

• 

«« 

Charged Directly to 
Profit and Loss 

Charged to Other 
Accounts 

Total 

i 

; 

O) 

'1 o Cost of 
Goods Sold 
(Rule 5-03- 
2A) or 
Operating 
Expenses 
(Rule 5 03- 
2B1 

(Note 3) 

(2) 

Other 

• 

1 

(1) 

Account 

(2) 

Amount 

1 Maintenance and repairs 

2 Depreciation depletion and 
amortisation of fixed and in 
tangible asseo, (or charges 
in lieu thereof) 

3 1 axes ulhev than income 
and excess profits taxes 

(Note 4) 

4 Management and service 
contract fees 

5 kents and royalties (Note 
5) 



• 

« 

j 


Note 1 . State for each oi the items not( i in column A the total called for 
in column D and, it practicable, set forth the details (ailed for m 
columns B and ( ' 

2. Totals mav be stated m the respective columns under column B 
without fin t her designation of the accounts to which charged. If 
practicable, designate in column C the a founds to which charged 

3. Do not include in this column a a units deducted in the profit and 
loss .statement under the caption Other operating expenses (Rule 
5-03-3)^ 

4. State separately ea<h material item 

5. If the aggregate amount of rents and royalties is not material, a 
statement to that eftect will suffice State rents and royalties sepa- 
rately if either amount is material. 
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Schedule XVH — Income from Dividends — Equity in Net Profit and Loss 
of Affiliates. 


COL, A 

(jpL B 

COL. C 

Name of Issuer 
and Title 
of Issue 
(Note 1) 

Amount of Dividends (Note 2) 

Amount of Equity in 
Net Profit and Loss 
for the Period 
(Notes 2 and 4) 

(1) 

Cash 

(2) 

Other 
(Note 3) 

(3) 

Total of Related 
Captions of 
Profit and Loss , 
or Income . 

Statement 


Note 1. The shares of affiliates shall be listed as in the related schedules 
required for investments in securities of affiliates Dividend* from 
(1) marketable securities and (2) other security investments -diall 
also be included, and may he shown in separate aggregate amount*: 
Provided, however. That securities held m issuers as to which 
securities representing exactly 50 per cent of the voting power are 
held directly or indirectly by the person for which the statement 
is filed and those representing the other 50 per cent are held bv 
another single interest, shall be separately stated ami are, \v:*hin 
the group, to be listed separately a.- to each major imaMment, the 
balance to be stated in a single aggregate. # 

2. The information called for in columns B and C may be shown in 
total for each column for any two or more totallv-held subsidiaries 
included in a consolidated stater icnt. 

3. State as to any dividends other than cash, the ba^is on which thev 
have been taken up a* income, and the justification, if any, for 
such action It any such dividends received from aflihatrs ha\e 
been credited to income in an amount differing from that charged 
to income or earned surplus by the disbursing company, state the 
amount of such difference and explain. 

4. (a) The information required by column C need be furnished onlv 

(1» a* to allilia’e- and (2) as to issuer* securities of which 
representing exactly 50 pel cent of the \otmg power are held 
directly or indirectly b\ the person for winch the statement 
is filed and those representing the other 50 per cent are held 
by another single interest. If the answer required in column B 
is m the negative as to any particular person, the information 
called for in column C shall nevertheless be furnished. 

(b) The equity in the net profit and loss of each* person required 
to be listed separately shall be computed on an individual 
basis. In addition, there may be submitted the informal ion 
required as computed on the basis of the statement* of each 
such person and its subsidiaries consolidated. 
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Rule 11-02. Statement of Surplus. 

1. Balance at beginning of period . (a) Th< balance at the beginning of the 
period of report may be as per the accounts, (b) If the schedule is filed 
as part of an annual or other periodic report and the balances at the 
beginning of the period differ from the closing balances, as filed for the 
previous fiscal period, state the difference and explain. 

2. Net income or loss (or net income or loss and special items) from profit 

and loss statement. • 

3. Other additions to surplus . State separately any material amounts, indi- 
cating clearly the nature of the transactions out of which the items arose. 

4. Deductions from surplus other than dividends. State separately any 
mitenal amounts, indicating clearly the nature of the transactions out 
of which the items arose. 

5. Dividends. For each class of shares state the amount per share and in 
the aggregate (a) Cash (b) Other — Specify. 

6. Balance at close of period The balance at the close of the most recent 
penod shall agree with the related balance sheet caption. * 




Part II 

Xnalysis of the different types 

OF BUSINESSES 




Introduction to Part II 

This second division of the book takes up the special problems 
and points of interest in the different classes of business enterprises. 
It will be rioted that these different types fall into these three classes: 

I. Public Service Industries. • 

Railroads; Public Utilities. 

II. Industrials. 

Mercantile and Manufacturing; Concerns; Mines. 

• • 

III. Financial Corporations. 

Commercial Banks; Insurance Companies; Holding Com- 
panies. 

Although the varieties of businesses are not exhausted by this list, 
the cases studied are representative of the three kinds of businesses. 
This threefold grouping will be found significant not only to the 
businessman studying statem* nt< but also to the economist. The 
investment of the public service industries is largely ii* the form of 
fixed, service-rendering capital. The industrials, on the other hand, 
are interested in turning over commodities, and require considerable 
working capital. Financial corporations engage their capital in securi- 
ties or credit instruments to earn interest and dividends. It should 
be noted that occasionally some holding companies are a mixture 
of operating and holding company. 

The material presented in Part TI should bo particularly helpful 
in the study of investments, although it thould also he useful in the 
concrete study of the various fields of business administration — 
transportation, public utilities, merchandising, hanking, and insur- 
ance. 
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CHAPTER XII 


Railroad Statements 

The Study of the Income Account 

General interest of railroads. Railroad statements are of interest 

for three reasons: 

1. Completeness of information. Because the railroads furnish an 
unusual amount of financial and statistical data reported in a uni- 
form manner, they are a rich source of material for study. Some of 
these will suggest analogous methods of study in other fields of lesser 
financial importance. In the field of air transportation, many very 
similar statistical and cost measures have been developed 

2. Politico-economic importance . Our railway lines, approximately 
225.000 miles in extent, are our most important single trade highway, 
and, touching oui economic life as they do at so many points, their 
proper regulation is a difficult problem. On the one hand, agricultural 
and industrial interests are ever seeking more favorable rates; on 
the other hand, the railroad* demand a fair rate of return on their 
investment in order to maintain their plant in an efficient manner 
and to attract new capital for extensions and improvement Equi- 
table legislation and rate regulation require an intelligent apprecia- 
tion of the information to be had from the earnings statements and 
balance sheets of the railroads. 

3. Investment importance. Railroad securities constitute one of 
the most important classes of investments. The net amount of these 
securities held by the public in 1950 was as fellows: 

Capital Stock $ 6 980 000,000 

Funded Debt 8,638,000,000 

Total 4 * $15^618,000,000 

These figuies exclude considerable amounts of stocks and bonds 
held by the railroads in each others' systems and omits the substan- 
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tial investment of the stockholders in the form of retained earnings. 
The latter approaches the capital stock in amount. 

The securities of railroads are very widely held. Besides those who 
own railroad securities directly, the majority of people have an in- 
direct financial interest in the railroads, because our insurance com- 
panies and savings banks hold a very large part of all railroad bonds. 
Railroad bonds were until the 1930's the largest class of corporation 
bonds held by life insurance companies. Any financial disaster, there- 
fore, to the railroads as a whole would affect tactically everyone. 
This widespread economic interest is an important reason for the un- 
usual financial aid extended to distressed railroads by Government 
agencies during the depression of the early 1930’s 
Sources of railroad data. The Interstate Commerce Commis- 
sion's Statistics of Railways in the United States furnishes the most 
detailed and comprehensive operating and financial statistics. The 
information about the individual railroads is accompanied by com- 
pilations prepared by the statisticians of the commission The work 
is such that nearly two years elapse between the collection of, these 
data and their final publication. However, the Commission publishes 
monthly reports of the earnings and expenses of the railroad* and 
an annual statistical report of Class 1 road'-; that is, roads with 
annual operating revenues in excess of $1,000,000 
Sources more generally used are the publications of Moody, Stand- 
ard and Poor's, and Fitch, which are used by investors and invest- 
ment houses. Moody's Manual of Investments has a volume on rail- 
roads that, in addition to comparative statements, contains other 
pertinent data. Much valuable statistical and general information 
about the railroads as a whole appears in each of these volumes, 
which are published annually. Current financial information con- 
cerning the individual railroads that comes out between the yearly 
publications is released at frequent interval in a loo^e-leaf supple- 
ment. The Standard and Poor’s Corporation offers it^ Standard Cor- 
poration Records , which publish financial statements and news as 
rapidly as information becomes available The Fitch Publishing Com- 
pany also offers an investment information service 
The Bureau of Railway Economics, whose offices **re at Washing- 
ton, D. C. t publishes reports of the monthly earnings of railroads 
and other miscellaneous matter. Its Renew of Railway Operations 
each year is of particular interest. The Western Railway*-' Committee 
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on Public Relations at Chicago issues an annual number devoted to 
railroad statistics and a commentary on transportation problems. 
The United States Department of Commerce issues miscellaneous 
data on commerce and transportation. 

Uniform railroad accounts. Railroads, like some other public 
service corporations coming under regulatory commissions, are 
obliged to keep their accounts under a uniform system and report 
accordingly. Although the original Interstate Commerce Act of 1887 
gave the Interstate Commerce Commission the power to prescribe 
the accounts to be kept by railroads doing an interstate business, it 
was found that insufficient power had been granted to enforce the 
piuvision. In spite of this handicap considerable progress toward 
uniformity was made through the cooperation of the Interstate Com- 
merce Commission, the Association of American Railway Accounting 
Officers, and th# National Association of Railway Commissioners of 
the States. 

Under the Hepburn Act, the Commission in 1906' was given the 
necessary power, and on July 1, 1907, a uniform classification of 
accounts for all steam railroads engaged in interstate commerce was 
put into effect. 1 As a result, there has been available, since that date, 
uniform and intelligible information for investors, regulatory bodies, 
shippers, and the general public. In the industrial and mercantile 
field, there is nothing comparable to this system of uniform accounts. 

The Income Account. The most generally read and widely cir- 
culated financial statement of the railroad is the Income Account. 
This statement is published in detail at the end of each year and is 
available in a partial and condensed form each month. 

Study of the Income Account starts with the very condensed form 
of the statement, such as is shown in Exhibit A. The figures for this 
exhibit are taken from the railroad’s reports published annually, of 
which Exhibit B is an example. The following discussion of the vari- 
ous items is, because of space limitations, necessarily confined to 
those that are significant; those that are unimportant, and certain 
others that are self-explanatory and i , v nre no particular attention, 
are not referred to. For.more detailed analysis, certain supplementary 
• 

1 This is known as the Uniform System of Accounts for Steam Railroads (in 
spite of widespread dicsehzation) and is an accounting classification governing 
“Investment in Road and Equipment, Operating Revenues and Operating Ex- 
penses, Income, Profit and Lc*’, and General Balance Sheet Accounts n 
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t As restated in 1930 report 

X Included in both “Nonoperating Income ' and “Totil Fixed Charges ’ are certain intercompany items between Company and its subsidiaries, 
the amounts of which are stated in original sour* e 
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d = Di ficit 

* Before certain appropriations of surplus 

Source Standard and Poor s Corporation Drfic*\ption9 
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EXHIBIT B 

NEW YORK CENTRAL RAILROAD COMPANY 


Income Account fob the Year Ended December 31, 1951 


Railway operating re^nues 
Railway operating expenses 

Net revenue from railway operations 
(Opeiating ratio— 85 3 f/ < ) 

Railway tax accruals (Note A) 

Railwav operating income 
Equipment rents, net debit 
Joint facility rents, net debit 
Net railwav operating income 

Other income 

Re’scnue^ from Mi^celhiicous Operation* 
Income from Leise of Rend and Equipment 
Miscellaneous Rent Income 
Income irom Nonoperating Property 
Separately Operated Pi o pettier- Profit 
Dnidend Income (Note B) 

Interest Income 

Income from Sinking and Other Roser\o Funds 
Rekase of Premiums on Funded Debt 
Miscellaneous Income 
Total other income 
Total income 

Miscellaneous deductions from income: 

Expenses of Miscellaneou> Operations 
Taxes on Miscellaneous Operating Property 
Miscellaneous Kents 
Miscellaneous Tax Accruals 
Miscellaneous Income Ohxrges 

TorAL MISCELLANEOUS DEDUCTIONS 

Income available for fixed rharges 
Fixed charges 

Rent for Leased Roads and Equipment 
Interest on Funded Debt 
Interest on Unfunded Debt 
Amortization of Di ^count on Funded Debt 

Total fixed uhakgrs 
Times fixed charges earned 
Net income transfer! ed to earned surplus 


$806,952,379 

688.691,409 

$118,260,970 

60,088,555 

$ 58,172,415 
13,865,996 
4,256,485 
$ 40.049,934 


$ 568,822 

209,549 
4 913,223 
34232,361 
2 211,350 
6.464/973 
4 987,694 
185 T50 
726 
22U68 
$~22 995~016 
$*63044,950 


$ 453 184 

72,050 
363,605 
1,012 72S 
178 436 

$~ 2X180 023 
$~60^964~927 


$ 21,875,980 
23,499.392 
699 035 
_171800 
$^46^246,207 
• _ “132 

$ 14,718,720 


Note A — Includes Railroad Retirement and Vneraplojinent taxes 

Note B — Includes dividends of $ 2 , 509,466 from subsidiaries not operated under lease 
Total equity of earnings in suck subsidiaries were $5,226,496. 
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EXHIBIT B— (Continued) 

NEW YORK CENTRAL RAILROAD COMPANY 
Statement of Earned Surplus — Unappropriated 
Credit balance at beginning of year 
Credits 

Credit Balance Transferred from Income 
Miscellaneous Credits (Note C) • 

Total credits 
Debits 

Dividend Appropriations of Surplus 
Surplus Appropriated for Investment in Physical PropeHv 
Miscellaneous Debits 

Total debits 

Credit balance at pnd of year 

Note C — -infill dps $3 114 968 67 rpprpsenfjny gain from sale of land 

schedules of details and traffic statistics, which will be described later, 
aie also used 

Gross operating revenue. The operating rev enues are those from 
transportation and from incidental sources related to transportation, 
Hich as the dining car income, rent of building* u*ed m the seivice 
of transportation, and the like Sometimes a «mall amount of net 
gain oi loss is imported for the operation of facilities connected with 
transportation and jointly operated with other railroads A summary 
of the operating revenues oi the New York Central Railroad for the 
veai 1951 lead a* follows • 



Amount 

Per Cent 

Fi eight Revenue 

$585 948 301 

726 

Passenger Revenue 

124 347 435 

15 4 

Mail Revenue 

43 839 187 

54 

Express Revenue 

8531268 

11 

Milk Revenue 

1 230697 

2 

Switching Re\enue 

11263 571 

14 

Other Trans Revenue 

786 702 

1 

Non-Trans Revenue Incidental and Joint I * t> 

31 055218 

38 


$806 952 378 

1000 


Revenue from freight. In the study of freight revenue, the major 
source of income, three factors receive especial attention: traffic 
density, traffic stability, and the length of haul. A railroad may be 
compared to a mill grindm* out services, like a milk it can produce 


$302,011,06276 

$ 1471872046 
1 457,167 17 

$ 16,1 75,887 j6 3 

$ 3,223 696 98 
155,761 54 
760,036 15 

$ 4139,494 67 
$314 047 455 72 
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only when there is grist to grind. Moreover, the interest on the plant 
and the cost of maintenance are fairly fixed, regardless of the pro- 
duction. (The ability of the railroads to control expenses and con- 
tract them on a large scale during the business decline after 1929 
has been regarded as a remarkable achievement. Losses were heavy 
nevertheless, and the principle stated holds.) Added traffic means a 
lowering of the cost per unit of service until the railroad is used to 
capacity. ConsequenMy, increased traffic density tends to increase 
operating profits. 

To find the volume of freight traffic, the weight of the goods trans- 
ported and the distance carried are used. The tons of freight carried 
are multiplied by the miles that the respective shipments are hauled. 
The sum of the products obtained, which is the total traffic volume, 
is spoken of as the ton-miles of transportation service for the period. 
The traffic density may be found by dividing the totUl ton-miles by 
the number of miles of railroad operated. The quotient is the measure 
of the railroad’s production of freight services per unit of railroad 
plant — that is, per mile of road operated. Because traffic density doe? 
not consider the kind of goods carried, it is a crude measuring stick; 
but, for a given railroad, it serves to bring out major changes in the 
volume of business. Tonnage and not dollar volume is measured. 
The figure should not be overemphasized as between railroads, be- 
cause low density may be balanced by carrying freight paying higher 
rates or by low investment in facilities 

Commodities carried and traffic stability. As the traffic density 
is studied for th f e volume, the commodity statistics are examined for 
the light they may throw on probable stability and future traffic 
trends. The following table of selected oases will serve to illustrate 
the important differences between the various types of railroads. In 
practically every instance, the proportion of mines tonnage is high, 
owing to the importance of coal. Just as the railroads have been 
likened to the arteries of the body, so the coal corresponds to the 
heat-producing elements in the biood which provide the necessary 
energy — in this case for the industrial organism. 

The proportions for the New York Central -are representative for 
a highly industrialized area. Over 40 per cent of all fhe tonnage is 
coal, chiefly bituminous. The detailed staterrfent of the other various 
subgroups shows wide diversification. The next largest items are iron 
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ore, 6.1 per cent, and iron and steel manufactures, which latter when 
added to the raw products of the steel mill, pig iron, billets, blooms, 
rods, and slabs, total 6 7 per cent of tonnage carried. 

The New Haven tonnage shows a high proportion of manufac- 
tures and merchandise, which is characteristic of the highly devel- 
oped New England manufacturing region, located outside the area 
producing the raw materials About one third ci the mines tonnage 
was bituminous coal, which is used chiefly in manufacturing and 
gas production, and a large part imore than bituminous until re- 
cently) of the remainder of the mines tonnage was anthracite, which 
is lavored for domestic fuel. 

Chena 


Products 

New 

York 

*Neu 

Banqor 

and 

peaks 

and 

Kansas 

City 

Bur- 

ling- 


C entral 

Haten 

Aroostook 

Ohio 

Southern 

ton 

Agriculture 

63 

85 

296 

32 

74 

210 

Animals 

13 

28 

00 

05 

13 

60 

Mines 

58 7 

277 

12 8 

77.5 

28 9 

18 4 

Forests 

24 

47 

23 9 

23 

12 7 

64 

Manufacture^ & 
Miscellaneous 

30 3 

53 4 

333 

161 

494 

431 

All Le-»s than Carload Lots 
Frc lght 

09 

29 

04 

05 

03 

45 


100 0 

100 0 

1000 

1000 

100 0 

1000 


Source Standard Corporation Records 


The Bangor & Aroostook, located m Maine, is interested primarily 
m the potato crop, which ordinarily makes up about one third of its 
tonnage and brings m more than one half of its gross revenues. Pulp- 
wood and lumber are a large part of the forest products, and formerly 
were the largest tonnage items The closely related item of paper is 
an important manufactured commodity. 

The Chesapeake & Ohio is a soft coal road with about tw’o thirds 
of its tonnage in this primary commodity. (Before its merger with the 
Pere Marquette, the figure was about lour filtns ) The Kansas City 
Southern, located m the Southwest, sh a diversified tonnage. The 
large percentage of manufactures seems rather surprising in view 
of the small percentage of mine products until it is learned that a 
large amount of refined petroleum and petroleum products fall under 
the first classification The Burlington is known as one of the “gram,” 
or “granger,” roads, altborgh that term is not as applicable today 
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as formerly, owing to the greater diversity of traffic which now exists 
in this territory. 

Traffic stability. The volume of traffic should not merely average 
high, but should show stability, in order to present the most desirable 
investment situation. As the result of mergers, the traffic of leading 
railroads has come to reflect the economic activity of certain large 
sections of the country in which they operate, so that they are now 
less subject to the more localized troubles of business. Exceptions, 
like the Bangor & Aroostook and vhe Chesapeake & Ohio, may enjoy 
especially profitable growth or stability, but are usually subject to 
a correspondingly greater hazard of loss. This risk offers one of the 
inducements for consolidations that will increase diversification of 
traffic. Railroad policy seeks diversification cf traffic in order to 
minimize the chances of idleness in a bad year in any one branch of 
our economic life. Crop diversification has been valuable to the rail- 
roads as well as to the farmers in making for stability. 

In this respect, the diversification of the industry of the territory 
served by the railroad is more important than the commodity (^ver- 
sification. Thus, if a railroad were confined to a small territory 
dominated by the motor industry, it would show not only the move- 
ment of traffic resulting from the carrying of such products, but also 
the inward movement of raw materials and of manufactures and 
food products that the population wa<* able to purchase with its pro- 
duction. The study of commodities carried should concentrate, then, 
on the types of traffic originated in the territory; for w T ith any failure 
of demand for these, the road will lose not only that business, but 
also the “imports” of raw materials, merchandise, and food that were 
made possible by the production. Thus, the inward movement of 
merchandise for the Bangc r & Aroostook is conditioned by the suc- 
cess of the potato crop, the export of which gives the territory its 
buying power. 

Stability that comes from traffic diversification will not be pro- 
tection against cyclical movements m business. A depression that 
paralyzes all business inevitably affects the, railroads because of 
theit carnage of heavy producers’ goods as well as 1 consumption 
goods The relatively uniform loss of revenues by most of the major 
railroads in the difficult years following 1929 is an indication of 
their wide diversification. Most of the major roads showed a decline 
in gross revenues very similar to the national average of 50 per cent. 
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The exceptions, m the dnection of either greater stability or gitater 
loss of ltveime wuc characteristically the roads with a lack of 
diversification Fla Bangui A Aioostook and the Chesapeake A Ohio 
wcie rnoi( stable slum mg £ios- ie\emic declines of but 27 ind 24 
pt r rent re&pu truly in the 1929-1932 recession Tin Pittsburgh k 
I ik Ihn with a h(j\y eoruirrtiahun m c< d ok and steel and 
iron tonruge registered \ dte line < t od p< r orl 

Average length of haul. As between different luuh -own will be 
more profit ible than others It k goner ill) fc 11 that long haul* 
k present e-penalh eh sn ible busmens m spjt< of lover ldts per 
onh ennui \onnilh tin l >ngn b ml- ah made at a relatively 
lower nst bee une ccitun r hN e-pnu'h M os* incurred it the 
bnmiuh m not affected h\ tie ui-tmtt nt the -hipnnnT I re ex- 
ception el ea e wnere ug 1 auU writ be It-- prohtihle tin ^hert 
hnl nni) (\nt*whn the io? g ium k between t so points where 
i ( in I k t u g 1 1 r n p ri r on m * w < i then tun ibr ormally 

\nnth» t td ut it » he U l i is ha* ii e jinpetumn ^ it h thf 

tiU'l’the i n on i 1 n it - u me nth 1 »st < tl u Ithei I he w lo^esah 
on thou n In nd n m v u ifh< n n ill r t Ii > r [ on tie longer movt- 

rmrp- I rt e<\t nfll it h« M n ml h i-n e I i-. re* u k — nmntahh 

an*l h t I eel p pi u I »v h n^t 1 ml bo-mu Mu rob* breulnot 

look wid i ii i iv i J<jh upoi su* h los-iv to *h eompttme truck 

lh on ei t ii m it< l pn ht m tie ling h ml ml the nur ol 

l - n_ - n it b an — r I < tnek e nipt u n tadroul- with 

m\ r -nit d n i it i t n m 1 or thi n< » ni )nv n hu-in» -s 


ill H w l 1 1 L till! 

ti Is -it nt 1 I he 

I 111 li 

V u lb* is 

u , m nth 

gn e ii i- m ( \ ii [it 

I \e v\ 11 ever H pu M 11 

s die ol‘ 

ci exlit me 

a- i 1 mil m tie U 
set t]on- 

lie w mg t iim e l i 

jho 

it te d 

in \ irious 

WIRAc.l 1 I Nii 1 H or UUIGHI 

19. > 1950 

IIM 1 



19- > 

193C 

1940 

1950 

Umtn Pu he 

3se 

101 

>1 

5S8 

’Noifhein i J i i 

30 1 

275 

143 

402 

Simtht in F! tilw e\ 

• 182 

1% 

210 

215 

New \ oik ( V nt ral 

202 

203 

215 

2K> 

Ni w 11 tn 

110 

131 

lib 

156 


Tiro Irrtnsfatr Oomrneie /omniibbionY Statistic of H coin ays m 
the bmtea States for the ) *r ended December dl, 1950 states the 
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average haul of revenue freight for the railroads in the various dis- 
tricts to have been as follows: 

Mile s 


Eastern District 

172 7 

Southern District * 

223 7 

Western District 

3121 

Average for the United States 

229 0 


In calculating tlfis average, the distance each shipment is carried 
is weighted by the tonnage, so that it represents the average number 
of miles which each ton of freight is carried on the given railroad. 
A particular shipment may travel on more than one railroad. If all 
roads were regarded as one system, the average haul in 1950 was 
416 miles instead of the 229 miles per railroad shown in the table. 

Just as long-haul traffic has be'en less vulnerable to truck competi- 
tion than short-haul traffic, so also the full carload has been easier 
to hold than the less-than-carload-lot (LOL) shipment. 

Revenue from passengers. Freight revenue is the most important 
source of railroad income, hut for many railroads, particularly in 
the densely populated Eastern states, the passenger revenue*is im- 
portant An exceptional case is that of the New York. New Haven & 
Hartford, which, in 1950, showed 31 0 per cent of its grov- operating 
revenues coming from this source. In 1921, its passenger revenues 
were almost as great as freight revenues. 


NEW HAVEN OPERATING REVENUES FOR I960 

Fright Revenues S 88,739,189 

Passenger Revenues 46 680,517 

Other Operating Revenues 15,315,279 

1 otal $150,704,985 

Passenger transportation is a specialized type of transportation 
and tends to become very much more profitable as the volume of 
service grows It requires special investment in the proper facilities, 
and involves special problems of management. Because of the fixed 
expends that are not easily reduced when traffic declines, the pas- 
senger business has been particularly unprintable since the advent 
of the private automobile and the bus. The passenger transportation 
calls for an expensive type of service. The requirements of an ex- 
acting time schedule, speed, consideration for the appearance of em- 
ployees, and equipment call for special expenses. The necessity for 
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speed, for example, will demand special attention to the maintenance 
of the roadbed. 

In 1920, the Interstate Commerce Commission provided rules for 
segregating freight and passenger service expenses, the results to be 
used as a form of analysis rather than as a part of the regular state- 
ments.- Because any division of those expenses that are common to 
both kinds of service must be somewhat arbitrary, its value has been 
regarded as theoretical, although possibly useful’ for shedding light 
on rate problems for the Commission. More exact information as to 
the relative costs of the different branches of transportation service 
might aid in a more scientific construction of rates. The data have 
had but little significance for the investor-analyst, except that they 
appear to hear out the opinion generally held that the freight busi- 
ness is more profitable than the p^senger business. The combined 
figures for all of ’the leading railroads for the years 1927-1950 were 
reported as shown in the following table. 2 3 


PROFITABLENESS OF FREIGHT AND PASSENGER SERVICE 
Class I Rm roads in the United States (1927-1950) 
(Millions of Dollars) 



1950 

1946 

1943 

1940 

1930 

1927 

Freight Revenues 

$8,071 

$5,974 

$6 966 

$3,647 

$4,214 

$4,791 

Per Cent of Expenses to 

Rev enups 

66 

79 

62 

63 

68 

70 

Passenger Revenues 4 ' 

$1,394 

$1 644 

$2,078 

$ 635 

$1,067 

$1,346 

Per Cent of Expenses to 
Revenue s 

124 

100 

65 

123 

101 

90 


* Not#* that this titl<? includes revenue from allied aervice*. the ©tpenaes for whi<h ere 
not reaclih separated, for example, excess baggage nd express shipments, thst ar<» hauled 
by pHssengtr locomotives 


Other operating revenues. Revenues from mail and express busi- 
ness, as a rule, are shown separately, as being of special importance. 
Excess baggage, milk transportation, switching, water transfers, and 
the like may, when minor, be shown combined as “other transporta- 
tion revenues/’ Other incidental revei_M.*s represent receipts from 

2 Interstate Commerce Commission, Rules Governing the Separation of Oper* 
ating Expenses between Freight Service and Passenger Service on Large Steam 

Railways (1920). For the results of this analysis of expenses, see Statistics of 
Railways in the United Stales , published annually by the Commission 

9 Compiled from Interstate Commerce Commission, Statistics of Railways in 
the United States . 
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In pome instances, conservatively managed railroads formerly 
charged the cost of improvements and betterments to maintenance, 
instead of showing them as assets. Such accounting understated the 
value of the properties and the earnings for the period. On the other 
hand, such a practice put the railroad in a stronger position for the 
future. Under the uniform system of accounts prescribed by the In- 
terstate Commerce Commission, deliberate misstatements of this sort, 
which fail to distinguish between expenditures for assets and those 
for maintenance, are no longer permitted. 

Significant differences in maintenance are still to be found. They 
arise from differences in the character of the railroad and the traffic 
it carries, in managerial policies, and in the financial ability of the 
railroad to spend for upkeep. 

Variables in maintenance of way. A fixed standard in terms of 
dollars for judging the adequacy of a road’s maintenance is unprac- 
tical Even though efficiency is the same, t lie following factor.- will 
produce diffciences in the cost of maintenance, both between different 
periods for the same railroad and between different railroad-* for 
the same period: ^ 

1. Price differences. 

a The scale of wages and pi ices of mateiials will fluctuate 
from year to year 

b. Cost of laboi ami construction material, such a< tm- and 
and crushed stone, will vary m different section 1 - of the 
country. 

2. Character of the road. 

a. Traffic density. Between different railroads gi eater den- 
sity of traffic will increa^f the expense of maintenance. 

o. Number of track- When* there me extra tracks, theie 
will be more maintenance required per mile of road. 

c. Character of traffic High-grade traffic requiring speed 
in transportation will 'vqmro a better roadbed than low- 
grade, '-low -moving tinffic 

d. Location of road. The geography, of the road may be of 
considerable importance, as in the case f»f the Northern 
roads subject to severe weathou* conditions. The cost of 
ieinoving snow and ice is placed under the heading 
“Maintenance of Way and Structures.” 



RAILROAD STATEMENTS 


331 


Maintenance of equipment. Practice in respect to maintenance 
of equipment which, as in the case of maintenance of way, consists 
of repairs, depreciation, and retirements, is variable, chiefly because 
of the repairs and upkeep, expenditures for which fluctuate with 
business conditions. The relative importance of depreciation may be 
illustrated from the figures of the New York Central Railroad, In 
1951, depreciation amounted to $11,025,825 of the $107,312,825 total 
for maintenance of way and structures; to $25,436,667 of the $159,- 
458,893 total for maintenance of equipment. Depreciation of way and 
structures in the form of buildings, bridges, signal systems, and sim- 
ilar properties was largely ignored until provision was made man- 
dauny as of January 1, 1943. In contrast, a study of some leading 
railroads, as early as 1915-1917, showed equipment depreciation 
allowances at an average rate of # 3.33 per cent (of cost) per year. 5 
However, rates an the past, before they were prescribed by the Com- 
mission, were variable as between railroads and from year to year 6 
This average of 3C t per cent for equipment would approximate the 
rate* usually found in recent years. 

During World War II and alter Korea, railroads were permitted 
to amortize purchases of equipment and structure properly certified 
as defense projects more rapidly than ordinary depreciation for in- 
come tax pm poses Especially large charges were made in 1945 when 
at the end of the war any balanct not fully amortized wa« charged 
off A peculiarity oi the amortization for income tax purposes in the 
years after Korea was that the Commissdon permitted the lailroads 
to show only ordinary depreciation in their published income state- 
ments. • 

Retirement expense, included und*‘r the heading of maintenance 
in the same way as depreciation, formerly reflected any losses at the 

5 I C C lUpottb, Vol 177, p 471 d wq Table* given in tim report show the 
practice by years tor lb large railroads for the penod 1915-1917. The total 
accrued depreciation is shown for the years 1914-1930 The highest accumulation 
was for the Chicago, Burlington & Quincy— 52 1 per *t nt — and the lowest for the 
Missouu Pacific — 15.6 per cent Additional detailed figures for a longer list of 
roads appear m Vol 168, p 398 <t srq 

6 LC.C. Reports, Vol. 177 (July, 1931), p. 363. Rates for equipment deprecia- 
tion were found from 0 5 per cent to 6 per cent of cost The New York Central 
decreased its depreciation of equipment from $13, 979,000 in 1932 to $6,440,000 
in 1933, although its repairs rose from $36,868,000 to $39,704,000. This reduction 
in depreciation of $7,539,000 contributed substantially toward the reduction in 
the deficit m net income from $18,327,000 in 1932 to $5,413,000 in 1933 
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time equipment was retired. The loss was the book value (cost less 
accrued depreciation) remaining at the time of retirement, less any 
amount recovered from the disposal of the scrap. Today, retirement 
expense includes only the cost of tearing down and recovering salvage 
from retired equipment, and occasionally, by special permission of 
the Commission, the amortization of extraordinary retirements. 
Under the “group plan’’ of accounting for depreciation, the allow- 
ance is for the group of similar units rather than individual items 
and the full cost of any retired unit is charged to th# reserve (Accrued 
Depreciation — Equipment! whether or not it has attained the esti- 
mated average service life 

The most common method of studying maintenance — partly, at 
least, because it is the simplest— is to compare it with gro-« revenues 
(See above for percentage analysis based on rotal operating ex- 
penses.) The total maintenance m normal vuus ha* tended to mil 
about 33 per cant of revenue-, ,T The actual percentages joi all Class I 
railroads’ combined figures. me shown m the f< How mg table (Class I 
toads are those with annual gro-* onciatmg re\euues of our SJ,QQ0,- 
000 .) 

From 1922 to 1929, th^ total ratio ieli by -low degrot- as a lesiJTt 
of the equipment element r ihe factor* making <i lower unimienaiev 
of equipment ratio pos-ible wen i 1 j linuasimr uuffic especially m 
the earlier van*, <2! impimi'ii condition < , tl]< equipment, Thai is, 
a cleaning up of mninU nance deferred in (he haul years at (In bemn- 
mng of the pentyl, and i3j maea-td iffiocmt The mnerumg pu>— 
pority of t lie nuhoads m these wars js reflected u, the bndtncv lor 
the main tenant na\ pn <<rit to increase digidh When condi- 
tion® grew bad alter 1929 tin- exfense vva- ountiacled e\en more 
rapidlv than gu.s„ t< venues d< cJmed Although equipment was neg- 
lected, as indirahd h*\ the mcieasing amoum m m^d of u pan the 

1 The (hiof ^ nnlif n- <i] r at among iho ro.uls Thu- the Pittstun&h 


<fc Lake hn« gone only how 

1 1 JlU) li fXCU-> of to 

» Million' of Dolhrs) 

per t < nt 

Ps hguu 

- -how 


1929 

1932 

1940 

1950 

Gross Revenue i 

$34,135 

' $12 521 

$23 oi7 

$41 835 

Maintenance of Wav 

4 004 

1 002 

0 1905 

4 774 

Maintfrianru of Equipment 

1 1 924 

4,440 

S17S 

10 917 

Total 

815~»S8 

$ 5 448 

8U).083 

815,691 

Ratio 

46 9V, 

42 9' r 

42 1% 

37 o% 



RAILROAD STATEMENTS 


aaa 

per cent spent on its maintenance rose slightly, but not enough to 
offset the slashes made on the sums spent for upkeep of way and 
structures. In general, maintenance expenditures are more subject 
to managerial control, at least ovei the -short run, than are transpor- 
tation expenses, of the two classes of maintenance, that of way and 
structure is the more conti nllablc 


MAINTENANCE RATIOS FOR ALL CLASS I RAILROADS IN THE 

EXITED ST ATP S 


(Bas<* j d on Conibnicd Dictating Figuri'V-IVi callages of Gro* Revenues) 



Total 

MwnU nance 

A/ amt e nance 


Mnnit * name 

' / h ny. 

u( Equipment 

}\ar 

* < 

r' 


1925 

3191 

13 31 

20 57 

192** 

12 77. 

I 5 92 

1915 

1933 

, 29 "5 

10 U 

lb it 

1937 

.d - i 

1 Ol/ 

19 S4 

1940 

30 r>3 

n v 

19 06 

104 > 

2b w 9 

io r>? 

16 22 

19P>„ 

l f > 97 

15 S3 

24 12 

191o 

U d 

nos 

19 26 

19 IS 

M 37 

13 94 

17 61 

P‘H 

‘ \ m 

1 1 *«o 

18 73 

POO 

31 92 

n 9 

18 03 

Paitial 

ieeo\ n\ n mui u\ the n-t 

in muntmaneo 

t5 business 


piehid up betwun 19d J > and HKJ7 H\ 5940 . "mm? hid nmn no 
nun h t licit t \ t n tin uhm ihi i uuidenance w i- a "'mMh lower per- 
eintagi ol n'tnuiN ti ah m iJd7 J2iu np VV,i» d W ai tl tiaPic and 
reunutb mounted ^ o much mnif lupuPv th in < \p< me* fnm die main- 
ternnci ntio turn diopptd to '*7 jhi uu alto nh nnmt ounce oi 
way w a" hO }ui » uit lnglar in dollatb *hon m * 9 p) vui in untemmee 
oi iqmpmex 4 48 pa '*ajt 1 itrbe* At the t nil r i thf w v in 1915, the 
Miimtenanei pen mi tgi wa^ boo- ted nnmua 1 i''’ huh to a 40 pei cent 
i alio In tin in lu^on o< the amoinration if a- th uqnned tor the 
detente <hoil not wrutm oh U i >u that va< lit percen- 

tages in ih< tubli h pje^ent wind would * ■ Tcaaid* d a 1 - rmn ‘normal” 
mamtemnie labo* 

Another met laid ol nfamtenance -dudy p that on a 1 per mile oi 
road operated" baas The«opera*od, lather than the owned, mileage 
is used because the Income account shows the le-nilG toi the former. 
The New York Central Rulroad illustrates the importance of the 
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point, for it owns but 3,600 of the 10,700 miles that it operates — the 
balance being mostly leased, but with some operated under other 
contracts, as for trackage rights. The table on page 335 shows aver- 
age figures for some of the leading railroads grouped according to 
the territory served. 

The geographical factor and the closely related character-of-traffic 
factor show their influence in the marked differences among the sev- 
eral groups of road§ shown. Within each group, the influence of vol- 
ume and value of traffic, chiefly the former, can generally be seen. 
One indirect method of allowing lor the traffic density factor that is 
particularly appropriate for maintenance of way is to recognize the 
differences in “mites of road operated” that arise from extra trackage. 
A mile of road that has been double-tracked will require more ex- 
penditure than a single-track lino. Inasmuch as the extra track does 
not result in doubling the expense, it has been suggested that addi- 
tional main track be treated as 0 8 of a mile of first main track, and 
all other track, but excluding all trackage rights, be treated as 0 5 
of a mile. By dividing the maintenance of way by the resulting dotal 
of “equated track miles,” figures more comparable than the simpler 
per mile of road figures are obtained. 

Sometimes the maintenance of way is checked further by studying 
the number of ties replaced and miles of track relaid each year. 8 
The analysis of such data is complicated by such variables as the 
type of ties used (creosoted vs. untreated and type of wood), geo- 
graphical differencevS in weather, the weight of rail laid, and varia- 
tions in traffic burden and consequent wear. Statement and statistical 
analysis is sometimes supplemented by a field survey of the rail- 
road s property. 9 

Detailed study of the maintenance of equipment may be made by 
comparing the expense for each class of equipment — locomotives, 
freight cars, and passenger cais — with the amount of use given it. 
Utilization is measured by the distances that the equipment moves. 

8 A convenient summary of maintenance averages may be studied in the 
“Analytical Survey of Railroads” (blue section) published annually in Moody’s 
Manual of Investments , Railroads. Data are reported tor such items as cross 
ties replaced per equated tnack mile, rail replacements per fliile of track, and 
cost figures, such as repairs per freight car and per freight locomotive. 

9 Point® checked and the values of field inspection are given by David A. 
Hill, “Plant and Management in the Appraisal of Railroad Securities,” Analysis 
Journal First Quarter. 1946. d, 37. 
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MAINTENANCE MEASURES OF SOME LEADING RAILROADS IN 
THE UNITED STATES 
4-Year Averages, 1947-1950 

(Compiled from Moody’s Manual oj Investments — 1951) 

Maintenance 



Maintenance oj Way 

Maintenance 
of Equipment 

to QroS* 
Revenues 

Per Equated 
Track Mile 

Eastern Trunk Lines* 

Per Mile 
of Road 

Per Mde 
of Road 

Way 

Equip 

ment 

Pennsylvania 

$6,111 

$10,939 

$20,646 

12 0% 

22.7^ 

New York Central 

5,469 

9,102 

13,984 

133 

204 

Erie 

4,784 

8 522 

11,821 

118 

164 

Baltimore and Ohio 

5,259 

7,713 

12,743 

12 5 

20.8 

Coal Roads* 






Delaware, Lackawanna and 






Western a 

6,158 

10 421 

13,987 

121 

162 

Reading a 

7,562 

14 136 

17,467 

159 

196 

Lehigh Valley a 

4 669* 

8.138 

9 974 

13 9 

166 

Norfolk and Western b 

6 446 

10 608 

15,125 

137 

19 4 

Chesapeake and Ohio b 

6 038° 

8,522 

1 1 ,284 

14 3 

16.2 

Central 



* 



UUpoi^ Centi il 

4 741 

6 406 

6713 

162 

109 

Wabash 

4,896 

5 763 

5.451 

13 7 

13.1 

Chicago and Noilh Western 

2763 

3,462 

4 245 

15 2 

18 7 

Chicago Builinerton Jr Quincy 

3 287 

3 962 

3 869 

15 1 

14 8 

Chicago, Rock Island <fc Pacific 

2 684 

3,105 

3,773 

128 

213 

Southern * 






Louim die and Nash> die 

4,359 

5,675 

8,378 

14 0 

20 6 

Sou them 

4 027 

4 917 

9.505 

13 7 

181 

Atlantic Coast Line 

3 507 

4 337 

4 156 

18 4 

209 

Soaboaid Air Line 

3,999 

4.777 

5,465 

15 6 

17 8 

South Centi al 



* 



Kansas City Southern 

3,420 

3,995 

5,330 

92 

121 

Missouu Pacific 

— 

4,593 

4,899 

15 9 

196 

Misscmn, Kansas and Texas 

3,040 

3,378 

3,252 

14.5 

139 


Souths extern Transcontinental 
Atchison, Topeka A Santa Fe 


(Systt ill) 

4,315 

5,452 

6,850 

14 8 

18.0 

Southern Pacific (System) 

5,382 

5,532 

8 IRA 

11 8 

19 1 

Noithwestcrn Transcontinental . 

Union Pacific (System) 
Chicago, Milwaukee, St. Paul 

4,796 

G 062 

7,603 

139 

173 

& Pacific 

2,965 

3,474 

4,047 

155 

17.6 

Northern Pacific 

3,076 

3,812 

4,067 

175 

183 

Great Northern • 

3,813 

4,402 

4.117 

14.7 

21.7 


A "Anthracite" Roads. 

b "Bituminous” Roads. 

c Includes Pfcre Marquette after June, 1947. 
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Thus, a locomotive traveling one hundred miles gives one hundred 
locomotive-miles of usage. The total maintenance of locomotives — 
including repairs, depreciation, and retirements — is divided by the 
locomotive-miles of service to obtain that expense on a “per loco- 
motive-mile” basis Similarly, the maintenance of the other equip- 
ment on a “per freight-car-milc” and a “per passenger-car- mile” 
basis gives figures that cover the other two major classes. Mainte- 
nance of equipment may al«o be studied per unit of equipment , thus, 
maintenance per freight car well as por freight car mile Com- 
parison of such figuit*! from wnf to year and among railroads m 
the same teiritoiy h often f nutful 
One check upon* the adequacy oi the equipment maintenance is 
the reported condition of the vnnous oia**e-> of rolling stock The 
railroad report* what pait of tin equipment i> m good older and what 
part is in need of repairs. When noakcl i*- present, the penentaee of 
unserviceable equipment will nn an unhealthy oxteid \ It hough 
the change m peictntage e the Mgnmcant thing, am lmw an m un- 
serviceable locomotive^ «r fie'gbt ^at- to a ft cane m ot«Jhe 

average*- in the normal veins -etch a* that diown m the table below 
should lead to a eau tul > heck "U hen hulhe n gieatV depress f 1, ^ucfi 
unserviceable Kjuipmen* may be unund and may not interfere 
with the quabty of nu\ue, but it doe*- d.ovv an ^cumulation oi de- 
ferred maintenance to hurdo. flu expen-e* m sul^tqm n 4, via rt ft 
not cared for, the man may be mi ted to -pend nine momieaiU large 
amounts for lure of equipment 

EQUIPMENT CONDITION OF ('LA&6 i Ft All UOAUS 1021-1950 

PlRCCNThI.L^ 01 \ NSnRVHKABLh Cl*! IF Mb NT 



1921 

1025 

1927 

1930 

1935 

1910 

Locomotive 

210 

17 5 

151 

17 5 

33 o 

24 8 

Cars 

112 

7 1 

f, 0 

6 2 

14 0 

7 r 


1945 

194tv 

V'\7 


1919 

19 

Luromotivc* 

in 

10 7 

16 2 

1)7 

17 7 

20' 

Cars 

a t 

3 0 

1 0 

44 

r. i 

fii 


Ordinarily, the t ercentages for the le*fc numerous pawnger loco- 
motives are very similar to those for freight loeomolrives 

Operating ratio. The ratio of operating expense* to operating 
revenues i^ known as the “upending ratio.” This percentage is some- 
times regarded as the measure of operating efficiency, but this notion 
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is hardly correct. A high ratio may be the result of external condi- 
tions entirely beyond the control of the management — as when the 
roads are given a schedule of inadequate rates by the regulating 
commission, or when they suffer from business depression. The latter 
causes revenues to fall, but the failroads may find a corresponding 
reduction of expenses impossible because of certain more or less fixed 
expenses which do not vary readily with the volume of traffic. The 
operating ratio may be more properly regarded at a rough indicator 
of the varying profitableness of the traffic, and as such it is very 
important to the investor. The relation to profitability is a loose one 
because the ratio is calculated before all taxes and not only the in- 
come tax, as is customary in other fields. Equipment and joint facility 
rents are also excluded from the ratio even though, as we shall see 
shortly, they are in part of the nature of operating expense Then, too, 
if gross revenues' shrink very much, net earnings will drop to an un- 
profitable level even though a normal operating ratio is maintained. 
An analysis of the maintenance is also necessary to determine wheth- 
er th'e operating ratio is fairly stated or not. 

There is no absolute standard for the operating ratio, although 70 
per cent is regarded as “normal.” Roads with a higher ratio usually 
are not earning a satisfactory return; when the ratio is lower, the 
situation is likely to be excellent. In spite of its inadequacies, the 
interrelation of the operating ratio and rate of earnings on invest- 
ment (railroad property less accrued depreciation plus materials, 
supplies and cash) are reflected in the following figures, which also 
show the major importance of revenue fluctuations. JBetween 1929 


OPERATING RATIOS, RATE OF RETURN, AND GROSS REVENUES 
OF CLASS I RAILROADS IN SELECTED YEARS 



1929 

1940 

1942 

1949 

1950 

1951 

Operating ratio — per cent 

717 

719 

616 

80.3 

74.5 

77.4 

Return on net investment — per cent 

524 

294 

634 

2.86 

4.23 

3.69 

Gross revenues — millions of dollars 

6,280 

4,297 

7,467 

8,580 

9.473 

10,391 


and 1940, the railroads lost almost a third of their gross revenues so 
that in spite of similar operating ratios (72 per cent), their earnings 
return dropped from 5 % to slightly under 3 per cent. War traffic 
and high revenues two years later brought down the operating ratio 
by ten points to 62 per cent and more than doubled the rate of return, 
lifting it to 6.3 per cent, the highest return in decades in spite of high 
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war taxes. Price inflation raised both expenses and revenues subse- 
quently, especially after the end of the war. The years 1949, 1950 
and 1951 showed operating ratios in excess of 70 per cent and a re- 
turn that was decidedly low, 2 9, 4 2 and 3 7 per cent, respectively 

To complete the analysis of the opeiating ratio, it is customary to 
study the chief elements: the maintenance ratio previously discussed 
and the transportation ratio, which is the ratio of transportation ex- 
penses to revenues. The latter is regarded as a more significant meas- 
ure of operating efficiency than the updating iatio itself The signifi- 
cance of the operating ratio is judged not only in its relation to that 
of railroads generally but also as to whether the maintenance element 
appears unusually high or low 

Furthermore, the study of operation 4 * incomplete until the per- 
centages of revenues consumed by taxes and by equipment and joint 
facility rent^ ha\e been measured, and the per cent\d “net operating 
income" to re\fnues examined 

Taxes- In tin uistomaiy statement, the taxe-, aio typically re- 
ported a -*mgh amount aftei tlu k not revenue from Midway 

operations’ (mh x New \oik CYntial illustration above) Stud^ would 
be facilitated it the piact’ce in other fields of placing taxes other than 
income taxes among tin opeiating expenses and lcpoitmg flu im- 
portant income uxe^ sepaiatelv wore followed The former taxes are 
relatively lixed the latte i fluctuate with tamings The 1 increased im- 
portance of taxes wan ants tins mgiegatmn and study In 1929, total 
taxe< were 0 pci eeid of revenues In 1941 h i tin Insi time in 
railroad In^tofv t)iev r exceeded 10 r>< r rent 1/ rider neavy war-time 
rates, the} l cached 20 per cent m 1943 md win slightly under 13 
pei cent in 1950, when the Korean <ontlict brought a u imposition of 
high Federal income tax iab‘s i( T1 k railroads, like the utilities, are 
supposed to b( j emulated so to permit a Ian utuin” upon their 
capital investment (The position ot the latter l*- Mated inoie pre- 
cisely m Chapter XIV ) Consequently , from the railroad’s view- 
point, the income tax is no dirieient from any other tax It is mciclv 

one more deduction, and i ail road rates are supposed to be so adjusted 

• 

lv Tht ulalivp irnnortance of tax* « as spun bv thp laiiioads is piesented m 
Railway Taxation b> the Bin ran of If ulwuv Economies (Special nos No 61. 
193 1 ) The subsequent uroid of liu-* m tv U triad in of Railway* tn 

the l niltdhtaU » Poi th< significance of taxes sre P R Brctey/The Impact of 
Taxte-, Analyst* Journal hnst (Junta, 1951, pp 31-33 
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as to permit this tax to be covered and leave a balance that will 
amount to the fair return. Actually, in recent years, the force of 
competing transportation agencies and political pressure have pre- 
vented adequate rate adjustments. 

Equipment and joint facility rentg. Hire of equipment results 
from charges between companies for the use of equipment — a natural 
result of freight shipments originating on one road and ending on 
another — and payments to individuals and companies for the use of 
private equipment. 31 Joint facility rents are paid and received for 
the use of trackage, yards, bridges, and stations owned by one rail- 
road and used by another. 

The position of these rentals after the operating section reflects a 
recognition that they are of a mixed economic nature. To a sub- 
stantial extent they represent a payment for the use of capital goods 
and so resemble*the capital return items that follow, such as interest. 
On the other hand, the rental paid covers certain operating costs, 
such as depreciation and maintenance, which are borrie by the owner 
(le.we). An arbitrary allocation of a fixed proportion of these rents 
to the opeiating expense^ and the balance to the fixed charges has 
been suggested for analytical purposes. Two objections to any such 
theoretical allocation may be advanced: (1) the exact proportions 
for correct allocation are uncertain and undoubtedly vary in different 
situations, and (2) no part of the equipment rent is a fixed charge 
because it is a wholly variable expense depending upon the number 
of freight cars and the time they are traveling on the lessee com- 
pany's line. An excessive amount of hire of equipment expense may 
reflect an inadequate investment in rolling stock. 

Other income. The “other inform ” or nonoperating income, con- 
sists of rent'', dividends, interest, and sometimes profits from non- 
transportation property. The chief investments are generally in the 
stocks and bonds of other railroads, particularly the former. Such 
holdings may create closer working relations or create a holding 
company-subsidiary relationship. In many cases, the whole stock 
of the subsidiary is owned, thus maki^ the subsidiary wholly sub- 
ject to the control of* the parent company — under which eircum- 

Rent for equipment acquired upon leasing a whole railroad is included 
under “Rent for Leased Roads”; rentals to the extent that they represent in- 
terest upon equipment obligations issued to acquire roiling stock are included 
under “Interest on Funded EVbt ” 
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stances the actual net profit or loss of the subsidiary is a much better 
measure of the profitableness of the property than are the dividends 
received. 

Moreover, when the subsidiary is separately operated, the element 
of control makes it possible for the owning corporation to change 
its dividend policy or even the earnings. The amount of the earnings 
may be the result of a traffic agreement that arbitrarily divides the 
rate charged on through traffic that is carried over both the sub- 
sidiary's and parent company’s lines. It might aJso be pointed out 
that control of a small road maj be purchased for the sake of the 
traffic it will bring to the system, even though such a feeder line may 
show a continued, loss. The lo^s represents the cost of securing the 
additional traffic, and should be shown in the report 48 of the parent 
company as one of the losses of the penod — a result winch may be 
had by making a consolidated report of the operation of the system 
as a whole. In 1950, the Interstate Commerce Commission required 
railroads to publish supplemental consolidated as well as the ordi- 
nary corporate reports. (The technique of the consolidated repyjt i^ 
explained in Chapter XIX, ‘‘Holding Companies ” Because com- 
parable figures on the more useful consolidated basis aie lacking for 
earlier years, the ordinary corporation figures are used here for state- 
ment illustration, except as noted ) 

The relative importance of operating and other income for the 
New York Central in 1951 is apparent from the following figures' 


COMPARISON OF OPERATING AND OTHER INCOME 
« (Millions of Dollars) 


Net railway operating income 
Other income 


Corporate 

Consolidated 

40 0 

58 7 

20 9 

12 5 

609 

712 


The consolidated figures ^how less “Other Income” by eliminating 
any interest and dividends received from subsidiaries; by combining 
their operations with those of the New T York Central, operating in- 
come shows total earnings and not merely dividends or other cash 
income received. In order to determine the full earning power behind 
common stocks other than those included in the consolidated figures, 
it would be necessary to study the earnings of companies in which a 
substantial equity might exist in earnings not received as dividends. 
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The investments of the New York Central Railroad fall into three 
classes; (a) miscellaneous physical property, (b) investments in 
affiliated railroad companies, chiefly stock hut also including bonds, 
unsecured notes, and advances, and (c) investments, stocks of non- 
affiliated railroad companies. For the New York Central, miscella- 
neous physical property consists largely of real estate, such as its 
New York Central Building and an investment in the Waldorf* 
Astoria, Biltmore, Roosevelt, and Commodore Hotels in New York 
City to which it has leased air rights over portions of its subterranean 
tracks in that city. Other roads own hotels, oil wells, and mining 
property. 

New York Central’s most important holdings in^affiliated railroad 
companies are those in the Cleveland, Cincinnati, Chicago and ft t. 
Louis Railway, the Michigan Central Railroad, and the Pittsburgh 
& Lake Erie Railroad. Often in such cases the holding company will 
have leased the property of the subsidiary and so become the guar- 
antor of the interest and dividends upon the latter’s securities. Thus, 
such.dividends will appear under nonoperating income and also 
under rents for leased roads, a deduction from income. No such du- 
plicate items appear in the New York Central statement for the 
Michigan Central and the Cleveland, Cincinnati, Chicago and St. 
Louis dividends, because their least's specifically provide that rent 
shall cover only dividends on stock not held by the lessee (i.e., N. Y. 
Contrail. Such intercompany transactions are eliminated in the con- 
solidated statement. 

The chief nonaffiliated stuck investment in this case is a block 
of $13,145,000 of common and $21,855,000 of first aitd second pre- 
ferred in the Reading Company. This stock represents a 25 per cent 
interest; 42 per cent is owned by tin Baltimore and Ohio. Stocks 
of this sort in independently operated railroads, whether owned di- 
rectly or through the medium of an investment company, are clearly 
the ones that require analysis. The dividends they pay may, and 
during good years often do, fail to reflect actual earning power. They 
constitute hidden earning power, as **t were. At other times, their 
dividends may exceed turnings and conceal declining earnings from 
the eye of the -superficial reader. 

Other railroads showing a substantial proportion of nonoperating 
income are the Pennsylvania, the Union Pacific, the Canadian P&* 
cific, the Northern Pacific, and the Great Northern. 
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Deductions from income* The present practice is to subtract 
from the sum of the net railway operating income and any other 
income, the “miscellaneous deductions from income” in order to 
throw into clear relief the balance available for interest and other 
fixed charges. (Income taxes, it will be noted, have been deducted 
earlier in spite of its calculation on the balance after interest.) These 
miscellaneous deductions, usually minor, consist of expenses incurred 
in the earning of nonoperating income (some will have been deducted 
directly from such income) and any losses on separately operated 
properties. The fixed charges are the fixed costs of securing capital, 
including rent for leased roads, and interest and amortization of 
discount on funded debt. By paying rent for leased roads, the com- 
pany saves so much money that would otherwise have to be paid out 
in interest and dividends on security issues of its own. Interest on 
funded debt will be much the most important, and often the only 
important, fixed charge for most railroads. It represents payments to 
bondholders that can he met only if the surplus of revenues up to 
this point is sufficient. The threat of receivership, however, will ordi- 
narily force the management to rut even such a necessary item as 
maintenance and stretch their finances to the limit m order to avoid 
default. The funded debt includes the total par value of unmatured 
debt, maturing in more than one year from date of issue which is in 
negotiable form, except for equipment obligations, which are shown 
separately but treated as funded or long-term debt. Funded debt is 
ordinarily synonymous with bunded debt. 1 - It does not include long- 
term debt in nonnegotiable form, such as amounts owing to affiliated 
companies and ordinary real estate mortgages. 

The better measure of bond protection is “times fixed charges 
earned” rather than “times interest earned.” Where the latter figure 
is calculated, the interest is divided into the balance available for 
fixed chaiges minus the rentals. Whether bond interest will be a 
weaker claim than rent, as implied by this calculation, or rank on a 
parity or be superior will depend on the relative value of the rented 
property as compared with any property securing the bonds. Debt 
strength should be measured by the total fired charge burden. 

When income bonds exist with a claim contingent ttpon there being 
sufficient earnings to pay their claim, their position is measured by 

12 See the I.C.C, Unijorm System of Accounts for Steam Railroads (Account 
No. 755, Funded Debt Unmatured). 
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a separate calculation in which the combined fixed and contingent 
charges are divided into the amount available for fixed charges. 

When the priority of the various fixed charge claims can be deter- 
mined, the coverage for each layer or class of debt can be measured. 
In the following illustration, three groups were assumed. In the first 
order of priority were the equipment obligations, which experience 
has shown are paid their return even when roads are insolvent; in the 
second, the interest on the moitgage bonds and the rent of certain 
leased lines that are deemed to be equally secure, and in the third, 
the interest on the general mortgage income bonds 


A\er<igp Income Available foi Fixtd Charges (aveiage for 5 most 
recent yeir* or longer) $4 000 000 


Ch irges 

Interest on Equipment Obligations " $ 400,000 

Fixed Interest on Virst Moitgage Bonds & Rentals on Leased 
Road 1,600,000 

Total Fixfd Charges * 12,000,000 

Contingent Interest on General Mortgage Income Bond* 1000,000 

Tot il Fixed A Contingent Charges $3 000,000 


In tins illustration the coverage for the equipment obligations is 
10 0 times, for the first mortgage bonds and lease rentals, 20 times; 
for the contingent interest income bonds, 1 33 tinier 
The New York Central is an example of a railroad with complex 
debt and lease arrangements that make a “times fixed charges 
earned” a moic appropnatc r ^asunng stick of safety than “times 
interest earned ” The fixed charges figure used is the suip of (1) rent 
for leased roads and equipment, (2) intere&t and amortization of 
discount on funded debt, and (3) interest on unfunded debt The last 
item is usually included as a piecaution, because it generally indi- 
cates a sale of securities whenever it is substantial and any large 
amount of unfunded debt would be regarded as unsafe for a railroad. 
Computed on this basis, the “times fixed charges earned” for the 
New Yoik Central in 1951 was 132 (60,964,927 — 46,246,207), as 
against a “times (funded debt) interest < arned” of 1 68 (38,389,912 
*t“ 23,671,192), in which Ihtter computation the rents and unfunded 
debt interest are subtracted from available income as though pnor 
charges. The former figure is the rnoie generally used measure hut 
is not wholly satisfactory sn this particular case because the fixed 
charges include some of the rents that the company pays to itself 
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because of its lease of the railroads whose securities it holds, as indi- 
cated in the footnote to the Income Account. The elimination of these 
intercompany transactions would eliminate a substantial fraction of 
the rental charges and of the nonoperating income. The 1951 consoli- 
dated income account for New York Central, making these elimina- 
tions, shows fixed charges earned 1.63 times (71,207,057 43,595,- 

418). The increased income was attributable to subsidiary earnings 
not included in the regular corporate earning* 

In studying individual issues, the procedure suggested in the hypo- 
thetical illustration on page 343 would be followed. Rentals of 
strongly situated and profitable roads would be regarded as prior, 
just as would tfie inteiest on a bond with a prior mortgage on good 
property. Each of the numerous liens and lease* need not be meas- 
ured, but all may be put into a few large groups likely to obtain 
substantially similar treatment in the event of reorganization, and 
the coverage, or “time^ earned, ” computed for each group. 

Ignored by thcM conventional measures of coverage i* the some- 
times important burden of principal payments on serial maYuntie^ 
used extensively for financing equipment The low rate of interest 
paid on these issues make* that cost les* than the burden of principal 
repayments A common practice is to compare this latter burden with 
the depreciation allowances 1 1 Such “replacement money” could be 
employed in depression years for debt retirement if earning* wore 
sufficient to cover interest and other fixed charge* Once a railroad 
ceases to add to this form of debt, it* amount shrinks fairly rapidly 
ae serial maturities run the debt off. Some roads built lip a substan- 
tial equipment debt after 1945. but a few have gradually returned to 
a basis of financing new equipment wholly out of current income. 

Net Income. The not income, which 1 * the balance remaining after 
the deduction of fixed and contingent interest charges, i* usually 
spoken of as the “amount available for dividend*.” It is the balance 
available for dividends on any preferred stock. The computation of 
the numltcr of times the combined preferred dividends and fixed 
charges have been earned gives a measure that makes it possible to 

t 

c 

1 1 Such a comparison for leading railroads and other information on this 
form of financing are given by John Stevensoh, “Railroad Equipment Financ- 
ing/* Analysts Journal, Third Quarter, 1951, pp. 11-14; C. B. Campbell, “Ma- 
turities of Equipment Obligations versus Equipment Depreciation/* Analysts 
Journal Third Quarter. 1951. on. 41-42. 
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compare the coverage of the preferred stock with that of junior 
bonds. The balance remaining for the common stock after the pre- 
scribed dividend on the preferred stock has been deducted is usually 
stated as so many dollars earned per share. 

Some railroads may show an item “income applied to sinking 
fund” or some other reserve or fund under the heading of contingent 
charges along with any income bond interest. Such appropriations 
may be required by the terms of a reorganization 'plan- Such a de- 
duction will reduce the reported net income and sometimes the earn- 
ings per share arc reported on this reduced basis. It is better practice 
to add back such deductions before calculating the stockholders’ 
earnings because they represent retained earnings. As has been seen 
earlier, there are many factors that may prevent the distribution of 
net income as dividends. • 

Differences in stability of the net income for the stockholders for 
different railroads will vary chiefly with traffic stability, with the 
nature and importance of nonoperating income, and the' relative size 
of the* fixed charges. Where these other factors are not too different, 
a quick measure of probable stability may be studied in the net in- 
come margin. The varying level of net income left over as compared 
with gross revenues can be seen in the following figures: 


MARGIN OF NET INCOME BEFORE SURPLUS 
RESERVES TO GROSS REVENUES 


1921-1929 (merage) 

10 8% 

1930-1939 (avoiage) 

13 

1940-1945 (aArragc) 

81 

1946-1950 (a^rago) 

82 

1949 

52 

1950 

84 


In spite of the fact that freight traffic and revenues in the peace- 
time years of the 1940’s surpassed the highest levels reached in the 
1920’s, and debt was considerably reduced, the margin left for stock- 
holders was much less satisfactory. In interpreting these percentages 
as a measure of stability, however, the 'mreased importance of in- 
come taxes must be remembered. Such taxes, unlike operating ex- 
penses, tend to vary directly with net income. 

Surplus statement. As ih other fields of business a separate sec- 
tion or surplus statement (see New York Central illustration) may 
supplement the income statement to show (1) dividends declared, 
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( 2 ) "appropriations of surplus” for debt retirement or investment in 
fixed property, and (3) occasional unusual gains and losses, espe- 
cially where they are not properly a part of the current year’s 
operations. The practice of locking up surplus in special accounts as 
special surplus reserves or as appropriated surplus is common among 
railroads. 

Aside from the surplus appropriations, the general policy of a 
railroad directorfite may be to retain the earnings rather than to 
disburse them to the stockholders. The railroads generally have re- 
tained a large part of their earnings for improvements and expansion. 
From the standpoint of securing funds, this reinvestment of earnings 
has been the eqisivalent of selling small blocks of stock, and in other 
respects has probably been superior to such a procedure. As shown 
in the final figures, the New York Central has retained a total of 
$314,047,456 as Earned Surplus — Unappropriated, which, exclusive 
of other surplus, is equal to 56 per cent of the stated value of the 
outstanding capital stock. 

Supplementary statistics. As 1ms already been shown in this 
chapter, the income statement is supplemented by certain required 
statistical information that aids in analysis. The general purpose of 
this material is to disclose weakness or strength that will develop 
unfavorably or favorably for the investor in future operations The 
chief of these statistical data studied are the commodity statistics, 
coal or other fuel consumption figures, and certain other material 
bearing upon operating efficiency, such as traffic density and train 
movements. The commodity statistics have already been discussed. 
The amount of fuel consumed “per thousand gross ton-miles” of 
traffic moved is an index of economy for one of the important ele- 
ments of railroad operating expense. 

Ton-miles per train-mile. “Railroad transportation consists 
essentially of buying train mileage and selling ton-miles and pas- 
sengcr-miles.” 14 This statement is based on the fact that the expen- 
ditures for labor and supplies per train-mile do not vary greatly 
with the variation in the number of ears hauled, which has been one 

• 

14 A, M, Sukolski, American Railroad Economics (New Y»ik: The Macmillan 
Co., 1913), p. 152. The same principle was developed earlier in Thomas F. Wood- 
lock's The Anatomy of a Railroad It ( port and Ton-Mile Cost (New York; 
Dotibleday, Page A Co., 1900). dp. G8-73 and 104-105. 
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of the reasons for the ever-growing use of heavier locomotives, An 
increase in the volume of traffic handled docs not ordinarily require 
a proportionate increase in train-miles, so that, other things being 
equal, the railroad is most efficient which can show the highest pro- 
portion of ton-miles to train-nnles 

Briefly, the factors winch may vary the trainload are: 

1. Traffic density 

2 Proportion of local to through freight. 

3 Grade and cuivatuie of load bed 

4 Efficiency in loading 

5 Efficiency ot equipment employed 

Whencvei tiaffic fluidity is low, a rail load is not justified in using 
such heavy equipment oi Mich long trains as it othoiwise would In 
older to give piopci service, it is essential that it be leasonably 
piompt An attempt to assemble too long trams might interfere with 
speed in getting the tiam under wav and giving the shipper reason- 
able s^nne The chaiactu of traffic will be an indue ct influence, as 
it affects traffic dcnsitv Goal being hcavui than wheat, a coal road 
can show heavic i tonnage than grain road, but the apparent advan- 
tage will be offset by the higher iat<^ paid by the latter commodity 

Inasmuch local freight is handled in relatively smaller carloads 
than is thiough freight, a large proportion of the iormer class of traffic 
will reduce the “aveiagc ton-> per loaded-car-mile” and, m turn, the 
average trainload 

Difficult grades and considerable cun at lire increase the labor of 
hauling and reduce the hauling capacity of the locomotives, conse- 
quently cutting down the size ot the average tiamload Grades and 
curvature aie largely settled once a laihoad is built, although occa- 
sionally important improvements are made ir ’ 

Efficiency in loading is a factoi which can be improved by a man- 
agement capable of enlisting the co-operation of shippers in loading 
cars more nearly to capacity The efficiency of the equipment, on the 

15 An example is the Natron Cut-Off of Iho Southern Puihc between Spring- 
field Junction Oiogon, and Weed California which shortened the distance 
between San Fiaacisco and Poi Jand b> .ippiuxirn jtr k 20 mill s> and provided a 
route over the Cascade Range with grides of 95 feet to the mile, where the old 
route over th*» Siskiyou Range had guides of 174 feet to the mile 
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other hal'd, is partly a matter of securing equipment with a capacity 
suitable to the needs of the road, and partly a matter of adequate 
maintenance. Trainload performance should be examined if there 
appears to be inadequate maintenance of equipment — particularly of 
locomotives, because poorly maintained locomotives may cause a 
reduction in the size of trains. 

The statistics <4 a railroad will show the pertinent factors with 
reference to traffic and loading, examples of which, drawn from the 
report of the New York Central, are shown below. 



1940 

1951 

Increase 

Revenue Freight Carried (Millions of ton<0 

1365 

1768 

30% 

Revenue Freight Carried One Mile (millions) 

$29,308 

$40,902 

40 

Length of Haul (axerage miles each revenue 




ton was car? it'd) 

214 6 

2314 

8 

Traffic Density (ton-miles per mile of road 


« 


operated) 

2.695 596 

3,831 324 

42 

Average Revenue per Ton of Fi eight 

$198 

$3 31 

67 

Average Rexenuo per Ton-Mile 

0 92<f 

1 43(* 

55 

Average Revenue per Freight Train-Mile 

$7 80 

$16 33 

169 

Loading Figures 



♦ 

Average Loaded Cars per Tram 

33 0 

36 9 

12 

Average Empty Cars per Trim 

22 5 

214 


PerCent of Loaded to Total Oir-Milo k 

59 5 

633 

6 

Car Loading (revenue ton-mil* * per loaded 




car-mile) 

25 66 

3085 

20 

Average Tramload (ton-links of revenue 




freight per train-mile) 

846 

1140 

35 


The first two figures, showing freight traffic in terms of tonnage 
and of ton-miles, reflect the expansion in business activity between 
1940 and 1951 resulting from business boom, increased population 
and productivity, and the stimulation of the conflict in Korea to the 
defense effort. Ton-miles of freight service rose 40 per cent as com- 
pared with a 30 per cent increase in revenue-paying tonnage loaded. 
The difference lepiei-cnt- the longer average haul, which rose from 
214.6 to 231 .4 miles 

Because the Now York Central, like other roads, decreased the 
number of mile* operated during this period by disposing of a small 
amount of unprofitable road, the traffic density rose at a slightly 
faster rate than ton-miles, 42 as compared with 40 per cent. 
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Higher freight rates are clearly indicated by the 55 per cent rise in 
freight revalue per ton-mile. Where the New York Centra hauled a 
ton of freight at an average charge of less than one cejn per mile, 
9 mills, in 1940, it charged 1 4 cents in 1951. This increase was less, 
however, than the general rise in the price level. Sometimes over a 
period of years the average rate per ton will change as a result of 
changing character of the traffic. In general, since 1920 the railroads 
have been losing high-rate, short-haul traffic. a 

The longer average haul made it possible for the New York Cen- 
tral to increase its revenue more per ton of freight carried than it did 
per ton-mile, 67 per cent as compared with 55 per cent That the 
traffic increase was turned to good advantage is seen in the" still larger 
percentage increase in revenue per freight train-mile of 109 per cent. 
How the tramload was increased'to make this possible is found in 
the loading figures shown in the table. The explanation is found in 
both an increase in the number of loaded cars per train and an in- 
crease m the load per car so that the average trainload rose from 
846*\o 1,140 tons, an increase of 35 per cent. The figures show that 
on the average the New York Central added four loaded cars per 
tram (33 0 to 36 9 loaded cars) and cut off one empty (22.5 to 21.4 
empty cars) so as to push the average freight train from 55.5 to 58.3 
cais The average load per freight car was boosted from 25.66 to 
30 85 tons of revenue-producing freight, an increase of 20 per cent. 

Efficiency in tram operation can also be studied in average train 
speeds Speed affects both s ’vice to the shipper and costs of opera- 
tion The end measure of speed statistics is the number of net ton- 
miles per tram hour of operation. The influence of increased speed on 
tram operating costs is reduced by the practice of paying many 
transportation employees on a mileage rather than an hourly basis. 

A companion of income results in 1940 and 1951 shows how littie 
these efficiency gains and freight rate increases benefited the stock- 
holders. The following comparison of major items shows that operat- 
ing expenses, which mean chiefly wages of operating employees, 
absorbed $410 of the $436 million inciea&e in revenues The modest 
rise of $3.4 million m the net income of the stockholder can be largely 
associated with the reduction in fixed charges resulting from retained 
earnings used for debt reduction. Fixed charges were reduced from 
$49.0 tc $41.0 million between 1940 and 1946 but rose again to $ 46.2 
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by 1951. A considerable part of the latter increase can be traced to 
the financing of the equipment modernization in the postwar period. 


(Millions of Dollars) 



1940 

1951 

Increase 

Gross He venues 

370 5 

807,0 

436 5 

Operating Expenses 

278 7 

088 7 

410.0 

Taxes 

58 4 

601 

1.7 

Available for Fixed Charges 

60.2 

610 

8 

Fixed Charges 

49 0 

46 2 

28 (decrease) 

Net Income 

113 

14 7 

34 

Earned per Share 

S 175 

$ 2 28 



Analyzing operating expenses. Traffic statistics as an aid in the 
analysis of operating expenses are usually limited in their application 
to the item of maintenance. When the distances traveled by the 
equipment arc known, it is possible to calculate the maintenance of 
locomotives — for example, on a per-mile-run ba^is. In <ome instances 
it may be necessary to allow for varying conditions attributable to 
differences in type of equipment of the several roads ami to changes 
from year to year in the cost of labor and material. * 

One of the most interesting examples of maintenance analysis is 
Professor Cole’s study of the Atchison, Topeka Ar Santa Fe Railroad 
between the date of its reorganization in 1889 and its bankruptcy in 
1893. The case illustrates how the elements described in this chapter 
may be drawn together to show the operating efficiency and the de- 
gree to which a proper maintenance policy is being pursued. In this 
instance the study reveals, first, that the maintenance was inade- 
quate — which is indicated by comparisons made with similar roads 
— and second, that the inadequacy of the equipment was evidenced 
by the decline in operating efficiency. 16 

The figures were as follows: 


Percentage 

Gross Earnings Net Earnings Operating 
per Mile per Mile Ratio 

1890 $4,335 $1,472 68 

1891 4,733 • 1,353 75 

1892 5,114 1,576 * 70 

1893 5,523 . 1,699 69 


16 Wm. M. Cole, Accounts , Their Construction and Interpretation (Boston; 
Houghton, Mifflin Co., 1915), pp. 230-239 
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Maintenance M aintenance of Equipment per Mile Run 


of Way Passenger f Freight 

per Mile Locomotives Cars l Cars 

1890 $633 $0,043 $0.0059 / 10.0043 

1891 717 0.050 0.0071 0.0047 

1892 645 0 055 0.0097 0.0055 

1893 . 741 0 052 0.0090 0.0059 


An analysis of the operating expenses shows undue increase as 
compared with the increase in business. 


Increases in 1891 


Gross Earnings * 

Ton-Mile*' 

Cost of Labor for Transportal ion ($4,300,000 to $5,400,000) 
Cost of Fool ($2,400,000 to $2,860,000) 


Per Cent 
8 

4 % 

24 

15 


However, the increase cannot be explained by wage increases or 
increased cost of fuel alone. The other causes are: 

•• 

1. The average trainload fell 7 l /> per cent in 1891. 

2 Locomotives were driven farther, but freight cars traveled a 
shorter average distance 

3. Earnings per train-mile decreased. 

4. Expenses per train-mile increased. 


These facts would indicate poor economy in management, in con- 
trast to the fairly steady increase of gross and net earnings on a 
per-mile basis. Professor Cole states the case in reg5rd to the main- 
tenance, and so, the incorrectness of the net earnings, as follows: 

Rails cannot ordinarily be counted upon to last more than twenty years; 
a road should, therefore, relay about one twentieth (or more) of its lino each 
year. The Atchison took three years to relay one twentieth (1891, 152 miles; 
1892, 193 mile*; 1893, 118 miles). The Southern Pacific, m the same years 
that the Atchison was spending an average of $684 per mile for maintenance, 
was spending an average of $1,083, and u " is not then as now accumulating 
a largo reserve for betterments. The average for the Northern Pacific, the 
Southern Pacify, and the Union Pacific, combined, was for three years $982. 
The figures for maintenance of equipment are also extremely low. The average 
American maintenance for locomotives is about seven cents per mile run; 
for freight cars, six mills. The figures for the Atchison show locomotive main- 
tenance wholly inadequate, <md car maintenance adequate only in the last 
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two of the ^our years* Does this explain why the loads were light and the 
expense of hauling heavy in 1891? 

Summary. From the foregoing discussion of the railroad income 
statement, it is apparent that much can be learned by comparing the 
individual railroad’s record from year to year and with the corre- 
sponding figures for similarly situated roads. 17 Averages should not 
be set up as standards of performance, or they will be more mislead- 
ing than helpful. Differences in operating conditions make it unfair 
to compare-the operations of railroads in different parts of the coun- 
try. Again, changes in the price level from year to year make it 
impossible to say that so much should be spent for a given thing, 
such as maintenance of equipment per mile run, even when a single 
railroad is being studied. 

To summarize, the chief points 'to be covered in analyzing the 
income statement will be: 

1. Operating revenues. The revenues are the joint result of volume 
and rates. The former will be studied for the light that may be 
thrown upon future trends and stability. Rate changes are significant 
in relation to changes in operating costs. 

2. Operating expenses. The>e expenses are watched in relation to 
revenues, through the operating ratio. Because maintenance is the 
most readily varied by management, it is subjected to the most thor- 
ough scrutiny for the revelations that it may furnish relative to 
actual, distinguished from reported, earning power and the con- 
dition of facilities for rendering efficient service. 

3. Nonoperatmg income. The relative importance of outside in- 
come is noted and then examined to see to what extent it represents 
the actual and potential income of property underlying the most 
important securities. 

4. Income deductions. The fixed charges, consisting mostly of 
rents and bond interest, are compared with the total result of the 
preceding items — the total income less miscellaneous deductions from 
income. The “times earned” figures offer a statistical measure of the 
strength of the company, which must be interpreted in the light of 

17 Comparative data for loading railroads may be found conveniently as- 
sembled m two studies in the Analyst Jovtnstl: (1) "Significant Operating and 
Financial Data of Lending Railroads,” Third Quarter, 1951, pp. 05*69; Pierre 
R Bretoy, “The Value of Railroad {Securities.” Fourth Quarter, 1949, pp. 34*39. 
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the analysis of details of the preceding sections of the naorae state* 
raent I 

5 Net earnings and dividends The position of afly preferred 
stock is measured after the mannei of a junior bond Inasmuch a« the 
common stock is (he claimant to the residuum, all the qualifications 
and tendencies discoveicd m the analysis register upon its earning'' . 



CHAPTER XIII 

Railroad Statements (Continued) 


The Balance Sheet 


Introductory* The balance sheet of a railroad is unique in form 
and is usually of less importance than the Income account. As a 
practical matter, much time should not ordinarily be spent on the 
detailed points of the balance sheet. The nature and, meaning of the 
chief items should be studied, however, lest, as so often happens, 
emphasis be wrongly placed 

The general form of the balance sheet is as follows: 


Awls 
In\ cements 
Current Assets 
Inferred Assets 
Unadjusted Debits 


Liabilities 

Slock 

Long-Tcim Debt 
Cunent Liabilities 
Deferred Li.ibilitu * 
Unadjusted Credits 
Surplus 


The terms for the headings of the subdivisions of the railroad 
balance sheet do not all have the same meaning a« they have in 
other fields. Investments, deferred assets and liabilities, and unad- 
justed debits and eredits will have to be defined as they arc used 
by the railroads. Moreover, the order of the items is distinctive. 

The balance sheet may lie studied concretely by using the slightly 
condensed statement published in the 1951 report of the New York 
Central Railroad. Ordinarily, it is advantageous: to compare the bal- 
ance sheet w ? ith the balance sheets of previous years, but limitations 
of space prevent such a comparison here 
Investments* “Investments” in the railroad'balancc sheet includes 
all the fixed, or capital, assets of the company both (1*) the physical 
property directly owned and used for transportation service, and (2) 
its outside investments. The first consists chiefly of road and equip- 
ment, but also includes improvements on leased railway property; 
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the second, of nonoperating fixed assets, which are (1) misdbllaneous 
physical property; that is, mines, hotels, commercial pover plants, 
and real estate not used for transportation; (2) stocks, lu/nds, notes, 
and advances, shown as “Investments in Affiliated Companies”; and 
sometimes (3) other investments. Illustrations of all are found in the 
balance sheet of the New York Central Railroad For tho^e who are 
interested in tracing the “investments” historically, it should be 
noted that some roads report the additions to the road and equipment 
during the year in a separate schedule, a practice which permits an 
analysis of the additions from year to year. 1 

The equipment acquired under trust agreement should he shown 
apart from that which is owned outright without encumbrance as in 
tliis balance sheet. When equipment is purchased on this plan, its 
legal title rests in a trustee m order to secure the equipment trust 
certificates that are sold to pay for the equipment The down pay- 
ment has varied but lias usually been about 20 per cent in recent 
years, where formerly 25 per cent The certificates «old to finance the 
halawce have '-(‘rial maturities usually over a 15-ycai period but not 
infrequently fur lcs^ The certificates are highly regarded a& invest^ 
ments, payment® usually being maintained even by bankrupt roads, 
and are a cheap method of financing equipment purchases Some- 
times conditional sales arrangements have been used as by the New 
York Central for some of its financing In the typical conditional 
sale, title to the goods does not pass to the buyer until he has com- 
pleted the installment payments This form of financial arrangement 
is ordinarily u^ed by railroads where the equipment purchases are 
being financed by a commercial bank. 

To determine the net book value ol the road and equipment, the 
amount of the “accrued depreciation” is subtracted. fThis title, more 
accurately descriptive than “reserve for depreciation,” has been used 
for many years by the railroads.) The amounts accrued for the de- 

1 From 1911 to 1914 melusi\o (ho Road and Equipment, or pioperty, account 
of the railroads was divided under (wo headings the first read “Investments to 
1907,” and the second showed the separate . counts of road and equipment 
acquired since that date 

Investments prior to 19(fr w'ore not recorded under the strict accounting 
classification lnaujfiirated by the Interstate Commerce Commission in the year 
1907 In some cases, the Asset account had been charged with fictitious amounts, 
including such things as abandoned p report > , discounts on bonds, and other 
items without asset value Often road and equipment were not even shown as 
separate amounts m the reports of companies which followed this loose practice. 



j:jSE NEW YORK CENTRAL RAILROAD COMPANY 
Condensed Genebal Balance Sheet 
December 31, 1951 


\ 


Assets 


InvestmentV 

Investment in Road . . • 
Investment in Equipment : 


uwnea • ‘ ■ 

Trust and Conditional bales 
Improvements on Leased Property 
Acquisition Adjustment (deduct) 
Donations and Grants (deduct) 


Investment in Transportation Property 
Accrued Depreciation and Amortization- Road 
Accrued Depreciation and Amortization- Equip. 

Investment in Transportation Property (net) 
Capital and Reserve Funds 
Miscellaneous Physical Property 
Less Accrued Depreciation 
Investment* in Affiliated Companies* (Note A) 
Other Investment.' * (Note A) 


S 91,905.683 
316,214.446 


$ 55.765.471 
22,138.253 


Total Investments 


$ 747,993,770 

334.014,245 

362,940,867 

132,015.493 

2,23!), 4 7.9 

$1573885,684 

408,120,129 

$1,165,765,555 

8,949,287 


33.627,218 

408,540.166 

42,346.550 

$1559.228,776 


Current Assets: 

Cash 

Temporary (.'ash Investments 
Special Deposits 

Net Receivable from Agents and Conductors 
Miscellaneous Accounts Receivable 
Material and Supplies 
Interest and Dividends Receivable 
Accrued Accounts Receivable 
Other Current Assets 

Total Current Assets 

Deferred Asset:.: 

Working Fund Advances 
Insurance and Other Funds 
Other Deferred Assets 

Total Deferred Assets . . ■ 

Unadjusted Debits: 

Prepayments • • 

Discount on Funded Debt. 

Other Unadjusted Debits 

Total Unadjusted Debits 

Total . . . . 


$ 33.582.181 

1 ,-*172.3 19 
2.619,759 
17,580.287 
37.296,971 
73,022,833 
1,644,527 
14,885,553 
719,982 
$” 196521.413 

$ 301,903 

2,098.915 
2889513 
$ 5,290 ,431 

$ 271.792 

780,703 
3.653,243 
4J05739 
SI ,865,749,360 


* Greater detail in original balance sheet. 

This balance r *htet“doea not inch.de the ““ tg *» 

oV nth^i.e with reepeet to the ^enritie. or Ration. * 

«uch coinpaniea. 
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Stock" 


THE NEW YORK CENTRAL RAILROAD COMPAN\' v 
Liabilities 


Capital Stock (6,447,410 shares without par value) 

Long-Term Debt* 

Funded Debt Unmatured * 

Equipment Obligations 

Amounts Payable to Affiliated Companies 

Total Long-Term Debt 

Total Capitalization 

Current Liabilities 
Traffic and Car-Service Balances 
Audited Accounts and Wages Payable 
Miscellaneous Accounts Payable 
Interest Matured Unpaid 
Dividends Matured Unpaid 
Unmatured Interest Accrued • 

Unmatured Dividends Declared 
Accrued Accounts Payable 
Taxes Accrued 
Other Current Liabilities 

*• Total Current Liabilities 

Deferred Liabilities 

Liability to Boston and Albany Railroad Company 
Other Deferred Liabilities (Note C) 

Total Deferred Liabilities 

Unadjusted Credits 
Insurance Reserves 
Other Unadjusted Ci edits (Note D) 

Accrued Depreciation — Leased Property 

Total Unadjusted Credits 


Surplus 

Unearned Surplus 

Earned Surplus — Appropriated 

Earned Surplus — Unajjpropnated 

Total Surplus 



$ 469,726,000 
206,077,036 
45638,009 

$ 721,443,044 
$1,283,775,470 


$ 8,289,179 

43,553,394 
17,537,885 
3 251,739 
146,806 
5449,990 
3,223,697 
24,172,107 
23,515,178 
13,518,483 

$ 142,658,459 


$ 4,216,763 

30,384,356 
$ 34,601,119 


$ 5,767,473 

29,700,699 
46,852,436 

• $ 82320,608 


S 50182 
8,296 065 
314 047,456 
$ 322393,703 


• $1,865,749.360 

* Greater detail m Original balance sheet 
Note 0 — Include* • 

Amounts payable to New York State aa the New York Central proportion 
of certain grade crossing elimination a . . $24,7X8,782 

Conditional a Ale agreement* lot signal and other roadwaj and yard 

equipment 605,686 

Note 1>— Include* Accruals for injuries to persons and loss and 
damage — freight * , . ... ♦ . * • • * * $21,689,058 

357 * 
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preciatidn of road are small. To the extent that this asset consists of 
roadbed, liorresponding to land, this practice of reporting mainte- 
nance win? low depreciation charges is understandable. Even the 
allowances for equipment depreciation appear to be small when 
compared with rates used for industrial equipment. 2 Freight cars and 
locomotives have a relatively long life. The accumulation of accrued 
depreciation shown by New York Central in its illustrative balance 
sheet may be compared with the figures for all Class I railroads 
(1950): 

(Millions of Dollars) 

New Y ork Central Class I Roads 


Asset 

Amount 

Accrued 
depreciation * 

Per 

cent 

Amount 

Accrued 
depreciation * 

Per 

cent 

Hoad . . 

$748 

$ 92 

12.3 

$15,228 

$1,185 

7.7 

Equipment 

697 

316 

45.3 

9,331 

5,035 

53.9 


* Includes accrued amortization of defense projects. 


The accrued depreciation for road is appreciably higher for New 
York Central (12 per cent) than for the average of all roads /8 per 
cent) ; depreciation for equipment considerably less (45 per cefit vs . 
54 per cent). However, the consolidated New York Central figures 
for its whole operating system, showing road depreciation of 9 per 
cent and equipment depreciation of 53 per cent, come close to the 
Class I averages. The investment in road and in equipment are 
nearly equal in the case of New York Central ; the road investment 
for all roads is almost two thirds larger than their equipment invest- 
ment. A railroad like the New York Central that leases the whole 
property of other roads may come to supply a substantial part of 
equipment used on the lessors' lines. Such a practice will tend to raise 
the ratio of equipment to road investment for the lessee railroad 
above average. Something of this sort appears to be the case here 
where the proportions of road and equipment shown in the consoli- 
dated balance sheet, which includes the assets of the subsidiaries 
whose properties the New York Central leases, approach those of all 
railroads. This similarity may be seen in the following figures: 



New York Central 

All 


Corporate 

Consolidated 

Roads 

Road 

52% 

. 60% 

62% 

Equipment . . . 

.. . 48 

40 

38 


100% 

100% 

100% 


* See above, page 331. 
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After a period of price inflation, the greater tendency to replace 
equipment as compared with road will tend to increase tlie book 
value of the equipment relative to that of the road. / 

When an acquisition adjustment is shown as a subtract^ (credit) 
from the railroad asset, it indicates the purchase of property from 
another road at more than its book value. The latter is preserved an 
the books of the purchaser and the excess shown in this subtraction 
account, which will be eliminated when, and if, tjie asset is later 
retired. 

Assets acquired by donation or gift are recorded; but instead of 
showing the amount of the gift as a part of donated surplus or other 
net worth, the amount is shown on the balance sheet as a subtraction 
from the asset. The purpose is to let the asset reflect such donated 
assets but have a net plant figure that excludes donated amounts 
upon which- no earnings return is allowed by the regulatory com- 
mission. 

Where the stocks are owned in subsidiaries, such as the Michigan 
Central and the Cleveland, Cincinnati, Chicago and St. Louis (Big 
Four) in the case of the New York Central, special study is no longer 
required now that consolidated statements have to be published to 
supplement the regular corporate income statement such as is illus- 
trated here. Such a statement reflects the full earnings of the equity 
in such subsidiaries instead of only the dividend income reported in 
the ordinary corporate statement. 

The nonoperating investments in affiliated and other companies can 
be studied in detail, because a list of such investments is usually 
given elsewhere in the annual report. Sometimes the* investments 
consist of securities of known companies, which issue statements of 
their own, as does the Reading Company, in which the New York 
Central has substantial stockholdings. Their analysis is ordinarily 
made in connection with the study of their earning power for the 
income statement. 

Where securities of this sort are pledged for a specific debt, the 
balance sheet will show them as pledged. This would be the case 
with securities pledged to secure collateral trust bonds. Like pledged 
equipment, they # would not be available for the general unsecured 
creditors in the event of insolvency. 

Working capital. The current assets and current liabilities will 
normally require no individual attention, and a detailed discussion 
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of thenMiay be omitted. The major values are in the fixed section of 
the balalce sheet, and even a moderate working capital deficit is not 
looked upon with concern if earnings are satisfactory and the secu- 
rity market normal. When earnings are but little more than enough 
to cover fixed charges, a weak working capital position is likely to 
reflect potential insolvency. Loans and bills payable are frequently 
present in such cases, showing that temporary financial aid is being 
extended. 

The severe effects of the depression beginning in 1930 may be 
appreciated from the fact that on July 31, 1932, railroad working 
capital showed a deficit for the first time m the reported history for 
the combined figures of Class I railways. The course of this decline 
is shown in the following figure*: 

COMBINED WORKING CAPITAL OF ALL CLASS I RAILWAYS IN 
THE UNITED STATES 


(Millions of Dollais) 


As of 

Cut rent 

Current 

Woikr/w 

Dec. 31 

Assets 

Liabilities * 

Capital^ 

1929 

$1718 

$1,201 

$ 517 

1930 

1,511 

1,162 

349 

1931 

1213 

1 147 

66 

1932 

1,063 

1,131 

(Md 

1933 

1,035 

1,261 

rM 

1940 

1,442 

926 

516 

1945 

4,346 

2,108 

2,238 

1950 

3,758 

2,227 

1,532 


* Excludes tax habilit> before 1941 
d — Deficit. « 


Care must be used in interpreting such combined working capital 
figures because of changing Commission rules on accounting. Not 
until after January 1, 1941, was the tax liability placed under current 
liabilities. Prior to that date this accrual was classified under unad- 
justed credits. During the 1920’s, when bankruptcies were on the 
rise, current liabilities became swollen by the inclusion of defaulted 
bonds and their accumulated interest. After 1939, defaulted bonds 
(Funded Debt Matured Unpaid) was shiftdH back under Long-term 
Debt and the interest (Interest Matured Unpaid) 'reclassified as a 
deferred liability. 

Many receiverships were prevented during the 1930’s by the Re- 
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construction Finance Corporation, which, owned and finance,! by the 
Federal Government, made loans to railroads in distress f oij interest, 
taxes, and refunding when acceptable security was available. The 
net amount owing at the end of 1933 was $337,000,000. As of Decem- 
ber 31, 1940, the RFC and the PWA, which extended loans for capital 
purposes, had made total loans of $987,579,305. The conservatism 
with which the loans were made is evidenced by the fact that, al- 
though a third of the railroads did become insolvent, the great bulk 
of these loans was subsequently repaid. 

An illustration of deteriorating working capital leading up to 
trouble may be had from the statements of the Seaboard Air Line 
Railway Company. It went into the hands of a receiver December 
23, 1930. The receivership became inevitable as a result of the decline 
in earnings yi spite of a sale of common stock underwritten on Octo- 
ber 11, 1929, and executed in January of 1930, which resulted in the 
realization of over $20,000,000. In view of poor earnings, as shown 
by the low coverage of fixed charges stated in the table below, the 
financing was unusual. The additional funds explain the temporary 
reduction in the working capital deficit shown in the table below. 

SEABOARD AIR LINE RAILWAY COMPANY 

Statement of Working Capital, Interest Charges, and the Number 
of Times Fixed Charges Were Earned 

(Thousands of Dollars) 


As oj 

Current 

Current 

Working 

Fixed 

No. of 
Times 

Dec 81 

Assets 

Liabilities 

Capital 

Charges 

Earned 

1927 

14,401 

14,428 

27(d) 

11,290 

U1 

1928 

14,703 

15,566 

863(d) 

11,235 

U1 

1929 

12,919 

18,985 

6 , 067(d) 

11,126 

1.09 

1930 

12,180 

14,170 

1.990(d) 

11,376 

0.50 


( d ) Working capital deficit 


When earnings are declining or absent, it is likely that working 
capital will suffer. This condition is often checked by the neglect of 
maintenance or the reduction of dividends. The study of maintenance 
to determine its adequacy ’should be particularly close when general 
conditions appear unfavorable. A policy of inadequate maintenance 
is the simplest method of conserving cash reserves, and at the same 
time it reduces the apparent operating expenses. 
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During a period of high earnings, it may be found that working 
capital Vloes not apparently increase proportionately. Unlike the 
industrial corporation, the railroad has no need for increasing in- 
vestment in receivables or inventories. Expansion takes the form 
of increased road and equipment or the purchase of securities of 
affiliated roads or enterprises. Sometimes funded debt is retired, 
especially in the form of small serial maturities of equipment obliga- 
tions. In the prosperous decade of the 1940’s, the railroads, chastened 
by the troubles of the 1930’s, retained an unusual proportion of 
earnings to reduce long-term debt. Because of the low estate of rail- 
road credit a£ter 1930, retained earnings rather than stock sales 
have also supplied needed equity capital. After debt has been reduced 
to a conservative standard and asset needs are cared for, earnings 
are more likely to be distributed as dividends than used to create a 
large working capital. The accumulation of working capital during 
the war period, 1940-1945, shown in the table, was exceptional in 
this respect. It represented preparation for possible troubles^and for 
replacement of assets that could not be obtained during the war. 

When temporary investments in the form of United States obliga- 
tions are found among the current assets, they may represent hold- 
ings to care for Federal income ta v es, which an industrial corporation 
might deduct from that liability. Occasionally, marketable securities 
not required for current needs will appear under the heading of 
“Other Investments” instead of as current assets. 3 

The payment of dividends is closely watched for its effect on work- 
ing capital; A strong temptation exists to continue dividends even 
when their disbursement is most unwise. On some occasions, it is 
true, the best procedure is to use past earnings to continue a well- 
considered dividend policy if working capital permits, for regularity 
of dividends is a factor that will strengthen the credit of a railroad. 
The fact that dividends are being paid is stressed by bond houses as 
evidence that interest charges will be met. In some jurisdictions, a 
dividend record has been required in order that a bond might retain 
a “legal” status for fiduciaries and regulated financial institutions 

* Thus, the Chicago and North Western h*d $26.6 million of United States 
Government bonds at the end of 1948 not included among current assets. 
Although set aside as capital and equipment amortization reserve funds, their 
use in that way would set free ro much cash derived from earnings that would 
normally be devoted to those purposes. 
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such as savings b^nks and life insurance companies . 4 Even in tine 
absence of such a requirement, the dividend record will affect credit 
standing. 

The desirability of an uninterrupted dividend record suggests that 
during years of good times working capital should be increased with 
a view to continuing dividends during the periods of dullness that 
alternate with prosperous times In fact, railroad earnings have fallen 
so greatly in recent years that the goal for mariy has become the 
conservation of working capital in order to maintain bare solvency 
in depression years. 

Deferred assets. The deferred assets of a railroad consist of work- 
ing funds, insurance funds, and other funds. The title “Deferred 
Assets” in the balance sheet of a railroad consequently has a meaning 
different from that in statements of other kinds of business. It in- 
eludes funds that’ are likely to be employed for meeting items of an 
expense nature. Thus, “working funds” consists of advances made to 
officers and employees, to be accounted for as expenditures are made. 
Sinkltig funds, however, are investments to meet funded debt and so 
appear in the investments section of the balance sheet. 

Unadjusted debits. Unadjusted debits are miscellaneous items 
that cannot properly be included under the previous headings. They 
include prepaid expense items, discount on stocks and bonds issued, 
suspense items to be added later to some asset or expense, and con- 
tingent assets. A perusal of the items appearing in the general balance 
sheet at the beginning of this chapter shows some of these items. For 
the most part, they are minor amounts which in other fields would be 
classified as Deferred Charges. 

When the company has securities of its own that have been issued 
but are now held in the treasury or are used as collateral for other 
issues, the item is in the nature of a memorandum and will not be 
added into the total assets. It will be offset by similar memorandum 
items on the liability side. The New York Central shows no such 
items in our illustrative balance sheet but does report them in a 

supporting detailed schedule of funded debt. They may represent 

• 

4 Such legal requirements explam why the Baltimore <fc Ohio continued its 
dividends during a period when its earnings did not justify that course. Thia 
railroad fell short of earning the dividend of 5 per cent which it paid in 1917. 
It reduced the rate in 1918, bm continued to pay dividends at the rate of 4 per 
cent per annum into the year 1919. 
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either repurchased obligations or issues available under the terms of 
an open*end mortgage. They can be useful for the market value at 
which they might be sold or used to secure a collateral note or bond 
issue. \ 

Deferred liabilities* The deferred liabilities in the case of rail- 
roads are ordinarily of very minor importance, consisting of unusual 
liabilities, sometimes of indefinite maturity. When funds are held by 
the company’s treasurer in the administration of employees’ pension, 
savings, relief, or other association funds, or when certain percent- 
ages due contractors are retained to be paid on the completion of 
contracts, the liability is shown under this caption. In the illustrative 
balance sheet, the “Other Deferred Liabilities,” as stated in a foot- 
note, consists chiefly of “Amounts Payable to New York State” as 
the New York Central’s share of certain grade crossing eliminations. 
In this case, the deferred liabilities might well be* grouped with the 
long-term debt for analytical purposes. 

Unadjusted credits. The unadjusted credits, on the liability side 
of the balance sheet, are a miscellaneous group of items. Tax liability 
is a current liability but prior to January 1, 1941, appeared aff an 
unadjusted credit. Insurance and casualty reserves, such as are shown 
under this heading by New York Central, might be considered as 
miscellaneous liabilities for analysis purposes. Operating reserves are 
set up to care for the losses that result from personal injuries, loss 
and damage, and other claims, and for similar purposes. These last- 
named reserves equalize the burden on the operating expenses, which 
might otherwise be extremely variable. Formerly, the railroad bal- 
ance sheet sh6wed accrued depreciation here rather than as a sub- 
traction from the assets. Only the Accrued Depreciation — Leased 
Property still appears here. For our studies, it would be treated as 
a deduction from the Improvements on Leased Property, which 
appears among the assets as a part of the transportation property. 

Sometimes a company borrows securities from a subsidiary or les- 
sor company in order to pledge the same for its own bond issues. In 
such cases, they show here as a contingent liability offset by the 
contingent asset listed under “Unadjusted Debits.” Neither item is 
added into the total liabilities or total assets but reported only “in 
the short column” as a memorandum. 

Capital security issues. The first group of items shown on the 
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liability side are securities outstanding: stocks, bonds, equipment 
obligations, any debt in default, and received and trustees* securi- 
ties. The nonnegotiable debt to affiliated companies is also a part of 
long-term debt. Because it is owed to a related company such debt 
does not have the same pressing nature as a debt owed to outsiders. 
All these appear together in the illustrative New York Central bal- 
ance sheet as Capitalization. The total omits tiie surplus that appears 
at the foot of the liability column. 

The proportions of funded debt and capital stock are frequently 
refened to as a measure of the conservatism of the capital structure; 
but with the passage of years, surplus has boon an increasingly im- 
portant source of funds and should he included. Tlje following figures 
show the proportions ot bonds and net worth: 

CAPITA Pi STRUCTURE PROPORTIONS OF ALL ('LASS I RAILROADS 
IN THE EXITED STATES 1930, 1940. ANT) 1950 

Amount* ( Millions Bond* and Net 

oj Dalian) Worth Proportions 


m 

10if> 

Win 

lUolt 

urn 

u>4<> 

1950 

Bonds 

$10,795 

SI 1,288 

89,281 

45 4 r V 

51 V/< 

39.1% 

Stocks 

Surplus 

8,267 

4.730 

8,202 

2.474 

7,991 1 
6,449 j 

54 6 

48 6 

60 9 

Totals 

’$23,792 

S2L964 

$23 721 

uxT'7 

l<xf% 

100 % 


Bonds were 45, 51, and 39 per cent of total capital structure in the 
years 1930, 1940, and 1950. respectively, a* shown in table. If surplus 
had been ignored, they would have been 57, 58, and 54 per cent of 
capitalization, respectively, in these same years. 5 f 

Capital structure proportions ar< of secondary importance, the 
primary consideration always being suppoiting earning power. They 
will, nevertheless, frequently show correlation with financial strength. 
The capital structure proportions of some of the leading railroads 
immediately prior to their receivership arc shown below. Some roads, 
like the Wabash, showed a satisfactory capital structure but failed 
when the all-important earning power became inadequate. 

A railroad with a funded debt in excess of 60 per cent of the total 

• 

6 A discussion 9 of the railroad financing that shape? capital structures is given 
in K. F. Burgess, “Sources dT Railway Capital,” Analysts Journal , Fourth Quar- 
ter, 1950, pp. 21-23. 
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capitalization or 50 per cent of the combined bonds and net worth 
is likely to be in a weak position. 6 



(Millions of Dollars) 



Seaboard 

Air Line — 

St. Louis 

San Francisco — 

Wabash — 


1929 

mi 

19S0 

Bonds 
Stocks — 
Surplus 

$190.1 73% 

27 

9 4J 

$293.8 70% 

30 

$1413 44% 

138-61 ea 

443) 56 


$260.4 100% 

$418.4 100% 

$324.6 100% 


But some companies have fixed charges in the form of rentals; 
and, unlike the interest on funded debt, these charges show no corre- 
sponding burden in the capital structure figures. If the securities 
supported by the rental charge were combined with the companies’ 
own securities in the balance sheet, in the manner in which the opera- 
tions of the leased road are combined with those of the owned road 
in the income statement, no problem would exist. The customary 
solution is to capitalize the rentals at an arbitrary rate of interest, 
generally 5 per cent, and show the resulting amount along with tiie 
funded debt in stating the debt burden in the capital structure when- 
ever leases are at all significant, as they are for the New r York 
Central. Applying this method to that company, the rents for leased 
roads, amounting to $21,876,000 in 1951, were equal to 5 per cent on 
a capital sum of $438,000,000. The effect of including this amount in 
the capital structure is shown in the following figures: 

NEW YORK CENTRAL RAILROAD COMPANY 

Capital Structure Proportions 
December 31, 1951 

Corporation only Consolidated 

Rentals, Rentals, 



Amounts 

Bonds and 

Bonds, and 

Amounts 

Bonds, and 


( Millions ) 

Net Worth 

Net Worth 

(Millions) 

Net Worth 

Capitalized Rentals — 5% 

$ 438 

— 

22% 

$ 108 

5% 

Funded Debt 

676 

43% 

34 

1,032 

45 

Stock 

562) 

57 

44 

562) 

50 

Surplus 

322] 



581] 



$1,998 

100% 

Too% 

$2,283 

100% 


6 Massachusetts law does not permit savings banks to purchase the bonds of 
railroads outside New England when such bonds exceed, or are authorized to 
exceed, three times the capital stock. The material given here indicates why 
the rule has slight protective merit. 
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This treatment creates a capitalized rental figure that, when added 
into the capital structure figures, shows a burden the equivalent of 
a similar amount of 5 per cent bonds. In this case it would add $438 
million to the $676 of funded debt. Whereas the simple capital struc- 
ture figures drawn from the illustrative balance sheet on page 357 
shows a debt burden of 43 per cent of capital structure, the propor- 
tion of combined debt and capitalized rentals would amount to 56 
per cent (22 plus 34). The rentals are typically a fixed charge that 
is as much a burden as so much interest on funded debt. 

With consolidated balance figures now available, it is possible to 
compare its capital structure figures with our hypothetical one em- 
ploying capitalized rentals. In spite of the arbitrary use of a 5 per 
cent capitalization rate, the increase in funded debt found in the 
consolidated balance sheet over'the corporate balance sheet of $356 
million is not greatly different from the amount of $330 million in 
capitalized rentals eliminated. In the consolidated balance sheet, 
the securities of the subsidiary companies that are held by the public 
are shown as a part of the consolidated system debt. In our hypo- 
thetical corporate balance sheet their place is taken by a capitalized 
rental figure. The rents paid under leases are what pay the interest 
on these subsidiary bonds now introduced in the consolidated figures 
as additional funded debt. 

In spite of the rough equivalence of the capitalized rentals and 
funded debt in the corporate and consolidated balance sheets their 
percentage to total capital structure is somewhat lower in the con- 
solidated structure — 50 as against 56 per cent. The reason is that 
in the consolidated balance sheet we have substituted the actual 
assets of the subsidiaries for the investments shown by New York 
Central in its ordinary corporate balance sheet; and because in so 
doing a larger equity appears than the book value of the investment, 
the result is to increase the consolidated common stock equity. In 
this case the debt to net worth proportion in the consolidated capital 
structure of 50 per cent is intermediate between the proportions ob- 
tained from the corporate balance sheet figures that include and ex- 
clude capitalized rentals, which were 44 and 57 per cent, respectively. 
(The reader unfamiliar with consolidated statements will find a 
fuller explanation in Chapter XIX.) 

Capitalization and mileage. The New York Central balance sheet 
shows that investors have placed at the disposal of the company 
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that has been used to acquire operating properties and securi- 
tlfPnfet railroad securities are often discussed as though solely 
related to miles of road owned, At the date of the illustrative state- 
1 ment, the Ne\^ York Central owned but 3,623 miles of road, making 
the capital stock per mile $155,000 and the funded debt $187,000, 
a total of $342,000 per mile. Any comparison on thi* basis is mis- 
leading, because it overlooks the fact that a substantial part of the 
securities outstanding represent funds invested in securities of other 
^ 'Companies and miscellaneous physical property as well as transporta- 
tion property. On the other hand, the stocks and bonds outstanding do 
not constitute the total investment of the company but omit the im- 
portant item of retained earnings. To whatever extent investment 
per mile of road is* significant, it can bert be had from the figures 
op the asset side representing road -and equipment. 7 

Investment and earnings. Earning* may be studied in relation 
to the assets that produce them or to the capital structure elements 
among which they are distributed The relation may be seen readily 
by reference to our illustrative balance sheet for New York Central. 
Let us first simplify and arrange it along the lines commonly em* 
ployed in other fields Current items are placed first, the nonoperating 
investment grouped together, and the long-term debt and stock- 
holders' investment similarly brought together. 


NEW YORK CENTRAL RAILROAD COMPANY 

Condensed CoRroiHTc Balvnce Sheet 
December 31, 1951 


• 

(Million* 

of Dollars) 


Current Assets 

199 

Cui rent Liabilities 

143 

Transportation Property 

1,574 

Resme for Insurance 

6 

Less Depreciation 

455 1,319 

Respr\e for Claims 

30 

Funds 

11 

Long-Term Debt 

750 

Deferred and Unadjusted 

8 

Sf oeh 

562 

Investments : 


Surplus 

322 

Affiliated Companies 

409 



Other 

42 



Miscellaneous Physical 




Property 

M 485 

• 




L819 , l,r>»9 


7 Per mile data on this ba*is for the various roads are reported in the Inter- 
state Commerce Commission, Statistics of Railways in the United States. 
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In this balance sheet, the assets may be divided a« between ^g> 
atmg and nonoperating, by including the working capital and minor 
items in the former, and grouping the latter as “investments” sepa- 
rately. To get figuies that will balance with the caffital structure, 
operating investment might be deemed to be all assets other than thd 
“investments,” less current debt and miscellaneous liabilities, su(h. 
as the two “receives” shown & 

The return earned foi these two investments, operating and non- 
operating, can he had from the income statement The transporta- 
tion assets tain the net railway operating income less the rentals 
shown under h\(d charges that have been paid to others for the use 
of leaded assets In 1951 the former was $40 0 'million, the latter 
$21 9 million, leaving net operating investment earnings of $182niil- r 
lion Tlu income attnbutable to # the investments i« found undpr 
income statement heading “Othei Income,” $23 0 million, frotfl 
the “Miscellaneous Deduction- from Income,” $2 Tmilhon, ai 
tiaeted to give a balance of $20 9 million (Weie sufficient Ifii 
lion available, moie putK 1 reMilt^ would be had b\ afcM&ning*& 
pail ot the income taxes to the nonope latmg income ) Our results 
lead * 

Book 


Propntij 

lnustrmnt Earned 

(Millions of Doll tr*) 

Rate 

Earned 

Ti inspoit ilion \ss*ts (net) 

$1 156 

SIS 2 

16% 

In\ e*->tm< nt -> 

484 

20 9 

43 

foUls 

SI 640 

$39 I 

24% 


Relating the^e earnings to the capital stiucture elements instead: 



Amou nt 

Return 

Rate 

S nur< t of Funds 

(Millions of Rollers) 

Earned 

Long-Tom Debt (interest) 

$ 4 DO 

$24 4 

32% 

btoekholde i** l Quit \ (net income) 

884 

14 7 

17 

TotiK 

SI 640 

$391 

247r 


Bmiusf (ho consolidated balance sheet i« a more complete picture 
of the New Yoik Conti al opeiations, a more accurate picture may 
be had by employing those figures rathei than the preceding ones. 
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Consolidated Condensed Balance Sheet 


(Mill inns of Dollars) 


Current Assets 


282 

Current Liabilities 

165 

Transportation Property 2,830 


Reserve for Insurance 

6 

Dess Depreciation 

746 

2,084 

Reserve for Claims 

25 

Funds 


24 

Other Deferred Liabilities 

12 

Deferred and Unadjusted 


10 

Long-Term Debt 

1,126 

Investments 



Minority Interest 

82 

Affiliated Companies* 

43 


Slock 

562 

Other 

42 


Excess of Net Assets over 

In- 

Miscellaneous Physical 



vestment m Subsidiaries 

59 

Property 

84 

169 

Surplus 

532 



2 569 


2569 

• 

Earnings on asset investment 






„ Book 





Investment Earned 

. Rate 

Property 



(Millions of Dolfars) 

Eamt 

Transpoi tation Assets (net) 



$2 192 $58 7 

2 7% 

Investments 



169 12 4 

73 

Totals 



$2 361" $m 

3Q^ 

Relating these earnings to the capital structure elements 





Amount Return 

Rati 




(Millions of Doll irs) 

Earned 

Long-Term Deht including Leise Obliga- 


tion 



SI 126 $43 4 

4 9% 

Mmoritv Interest 



82 6 6 

80 

*Stockholders’ Equitv 



1151 211 

18 

Totals 

• 



$2 361 S7U 

3 


In arming at the total operating assets, not only road and equip- 
ment are included, but also improvements on leased lailroad and the 
working capital The accrued depreciation is deducted including 
the depreciation on leasehold impro\cments, which appeared under 
unadjusted credits in the original balance sheet Such minor operating 
assets as appeared under the deferred and unadjusted credit, aie also 
included In calculating the long-term debt, the defened liabilities 
were found to be a suitable addition The mino/ity interest represents 
the minor amounts of stock of subsidiary companies held by the 
public, which shares m the earnings of the subsidiaries 
At first glance, the related income for the operating assets would 
appear to be the net railway operating income, but that figure repre* 
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sente income derived from leased as well as owned railroad, and so 
the rent for leased" road is deducted. As a result, the balance obtained 
as a return for the owned road includes the profit or loss from the 
leasing operations. The presence of the fixed rental deduction makes 
the net figure more variable than it would be if the whole property 
were directly owned 

The return from the nonoperating assets in the form of interest 
and dividends would be expected to be much more stable. A part of 
this stability is the result of holdings of bonds, and of intrasystem 
guaranteed securities, already discussed, and a part the result of 
dividends being moie stable ordinarily than the income that supports 
them. T 

That the return for New York Central paralleled the experience 
of the railroads generally may be seen from the accompanying figures 
for rate of rctu?n calculated on capital structure (bonds plus net 
worth) for the New York Central and on net investment (net road 
and equipment plus cash and materials and supplies) for all roads 
combined. 



New York 

Class I 


New York 

Class 1 


Ccntial 

ltoads 


Central 

Roads 

1950 

2 8^ 

4 23% 

1944 

4 3% 

4 73% 

1949 

22 

2 86 

1943 

61 

5 75 

1948 

26 

4 24 

1942 

54 

634 

1947 

1 7 

3 41 

1941 

38 

4.28 

1946 

9 

2 75 

1940 

27 

294 

1945 

34 

3 77 





Although these percentages are calculated on slightly different 
bases they have a substantially c< mparable basis &s is suggested 
by our previous analysis of return on these two bases. Corporate 
rather than consolidated figures were employed for New York Cen- 
tral because the latter were not published prior to 1949. Regulatory 
commissions commonly study return as it relates to the net trans- 
portation or other operating investment rather than in relation to 
the securities outstanding. 

The decade of the 1 94CTs was a penod of high traffic volume; yet 
in five postwar years,* 1946-1950, return for the Class I railroads 
averaged onlyc3 50 per cent. With such a low return the roads are 
in that much poorer position to face any recession of business. In the 
depressed 1930’s (1930-1939), average return was 2.30 per cent, 
ranging from 1.38 per cent in 1932 to 3.59 per cent in 1930. In con- 
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trast, in the period, 1921-1929, return ranged frx>m 2.99 per cent 
in 1921 to 5.24 per cent in 1929 and averaged 4 57 per cent. 

Principle of fair return on investment. The Transportation Act 
of 1920 marked a distinctly new era in railroad regulation for this 
country. The provision perhaps of most interest to investors was that 
the Interstate Commerce Commission should so regulate rates that 
the railroads, taken as a group in a given section of the country, 
would be able to earn a “fair return” upon the amount actually in- 
vested in operating properties. That that objective has not been 
achieved is indicated by the figures previously cited Individual rail- 
roads have, however, been able to do so. 

This provision xepre^ented a logical outcome of the principle stated 
by Commissioner Daniels m the so-called “Five Per Cent Case” of 
1914. At that time he said: “A living wage is as necessary for a rail- 
road as for an individual. A carrier without sufficient return to cover 
costs and obtain, m addition, a margin of piofit large enough to 
attract new capital for extensions and improvement* cannot per- 
manently render service commensurate with the need of the public.” 

Section 15a of the Transportation Act was amended by the Emer- 
gency Act passed June 1(5, 1933, which did away with the piovision 
that rates should lie fixed so that carriers might earn a fair return 
upon the lair value of their transportation property and with the 
recapture clause. Paragraph two provided: 

In the exercise of its power to prescribe jusd and reasonable rates the 
Commission shall gne due consideration, among other laotois, to the effect 
of rates on the movement ol traffic; to the need, in the public interest, of 
adequate and efficient rail wav transportation service at the lowest cost con- 
sistent with the furnishing of such service; and to the need of revenues 
sufficient to enable the carriers, under honest, economical, and efficient 
management, to provide such service 

The vagueness of this section gives it the ring of a political speech 
rather than of an administrative working rule. When, and if, railroad 
earning power returns to a more normal state, the Commission will 
be obliged to meet the concrete problem of regulating rates and earn- 
ings; and in the absence of more specific principles, the Act of 1920 
is likely to be influential. Furthermore, if warnings become substan- 
tial and the stronger roads earn a high return on investment under 
a system of rates that represents a fair average level for a given 
territory, agitation for the re-enactment of something equivalent to 
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the discarded recapture provision would seem likely. For this reason, 
the relation of the’ older law to railroad statement interpretation is 
of interest. 

6 *Fair return” not investors’ return. The 1920 Apt has been 
misinterpreted in several ways, and it has even been condemned as 
“unduly limiting profits” and “confiscatory,” whereas, if actually 
carried out, it would make railroad profits greater than almost any 
year since 1920. The Act provided that rates should be so regulated 
as to permit the railroads as a whole to earn a fair return upon the 
fair value of the property engaged in rendering transportation service. 
A fair icturn was specified as 5 1 _> per cent, with a possible addition 
of not more than 0.5 per cent at the discretion of r the Commission. 
In May, 1922, a decision was handed down that the fair return should 
be 5.75 per cent Had such a per. cent been achieved, some roads 
would have been .able to pay very high dividend rates in relation 
to par value — considerably more than the specified return. The rea- 
sons for this difference between the rate of “lair return” allowed on 
the investment and the dividend rate may be outlined as follows: 

1 The figure for actual investment of the railroads as determined 
by the Commission is likely to differ from the value of the property 
as it appears on the railroads' books 

2. But even should capitalization and book investment agree, the 
issuance of bonds at a fixed rate of interest above (or below) the 
rate of return allowed by the Act would result in the return to the 
stockholders being below (or above) the rate allowed. Because the 
average cost of railroad borrowed funds, including equipment obliga- 
tions, has declined below 3*4 per cei t, any higher return would in- 
crease the earning power of the common *dock equity to a higher rate. 

3. Moreover, dividends are declared a& a per cent of par; but 
many companies have considerable surplus, so that a given return 
on the total stockholders’ investment would produce a higher rate 
in relation to par. Return is based upon the assets, not the nominal 
capitalization. 

4. Capital may be invested in properties which are not devoted 
to railroad operations. The rate of return in this case may be any 
per cent. u 

5. The individual roatf may receive either more or less than the 
stated fair return, because rates are fixed with a view to their effect 
on railroads as a group in a given section of the country* Conse- 
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quently, when the roads earn the “fair return,” it follows that tfyose 
roads that are more advantageously located and more efficiently 
managed are bound to earn a rate higher than the stated return. 

The five foregoing points are considered in more detail as follows: 

1. Railroad valuation and capitalization The determination of 
the value of the property of any given railroad is a matter that is 
left to the Commission to determine “from time to time and as often 
as may be necessary.” It is understood that valuations begun by the 
Commission under a preceding act (1913) were to be used to estab- 
lish an initial basis of value. 

Additions to, end deductions from, the railroad properties are con- 
stantly taking place, and it appeared likely that once an initial basis 
of value was agreed upon between a given railroad and the Com- 
mission as a starting point, the accounting recoai of the railroad 
would thereafter be used to determine any later valuation However, 
the railroads contended that consideration should be given to re- 
production value, w'hich was presumably higher at the time: This 
contention was upheld in the Supreme Court of the United States 
in the St. Louis & O’Fallon Railway case. However, the decision was 
vague as to what weight should be given that factor. 8 

The valuation work was sufficier tly complete for the Commission 
to make use of it in the rate decision of July 29, 1920. 9 The valuation 
used was $18,900,000,000 as of December 31, 1919, instead of the 
book cost of road and equipment amounting to $20,040,572,611. This 
valuation, although less than book cost, was considerably in excess 
of the outstanding capitalization at that date, which amounted to 
only $16,550,310,683. 

2. Effect of bonds on stock earnings. Many railroads would find 
that the rate of return allowed is higher than that paid on much of 
their outstanding capitalization. The principle is that the issuance 
of bonds raises or lowers the rate earned upon stock, depending 
upon whether the rate paid on the bonds is below or above the rate 

8 The majority merely held that consideration should be given to reproduc- 
tion cost, but that “the weight to be accorded thereto is not a matter before us/ 1 
An able statement of the economic and administrative argurSents for the more 
determinate basis employed by the Commission was presented in the dissenting 
minority opinion by Justice Brandeis. For a brief review of this case, see 
Moody's Manual of Investments — Railroads (1932), p. a66. 

9 7.C.C. Reports , Vol. 58 (July 29. 1920), pp. 220 et seq. 
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earned on the total capitalization. Moreover, the difference between 
the rate earned on the stock and that on total capitalization increases 
as the proportion of bonds to stocks increases. 

3. Effect of surplus. It would seem hardly necessary to note that 
return on the investment of the stockholder should not be confused 
with the nominal rate on par, hut the error is common. 

4. Investments in outside property. Every large railroad system 
is concerned with its investments in other properties as well as with 
those in its own transportation property. These outside investments 
may be in nonrailroad property, such as the real estate investments 
of the New York Central in the vicinity of its New York City ter- 
minal, or the oil properties owned by the Union Pacific — in which 
case the earnings are not subject to the regulations of the Act. As 
in the past, so in the future, these nontransportation properties may 
be a major influence in the prosperity of some companies. 

Should the outside investments be in securities of ‘another rail- 
road, each company would receive separate treatment in the applica- 
tion of* the Act, the railroad owning the securities being regarded 
like any other investor. Such securities, being purchased in the open 
market and at varying prices, might show almost any conceivable 
rate of return. 

5. Weak and strong railroads. The Act does not attempt to regu- 
late rates for the individual road, in contrast with most utility regu- 
lation, in order to attain the desired end. It recognizes that rates 
for railroads in substantial competition must be practically uniform. 
The Act states that “the Commission shall . . . establish . . . 
rates so that carriers as a whole (or a- a whole in each of such rate 
groups or territories as t he Commission may from time to time desig- 
nate) will . . . earn ... a fair return upon the aggregate value of 
the property of such carriers held for and used in the service of 
transportation/’ Under such an adjustment of rates by territorial 
sections, railroads will tend to be relatively strong or relatively weak 
as they are strong or weak now Rate increases that help the weak 
railroad will strengthen the strong railroad at the same time. 

Partly to prevent the Stronger roads from earning an “unreason- 
able” return, and partly to aid the weak roads (w r hich may be essen- 
tial to our commerce), the original Act contained a “recapture 
clause,” repealed in 1933 both for the future and retroactively, where- 
in it was provided that oue half of any net operating income in 
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excess of 6 per cent of the value of railway property must be turned 
over to the Government. All such sums were to be used as a fund to 
be loaned to railroads, presumably to those in greatest need. This 
clause resulted in considerable attention to the Commission’s valua- 
tions, which were to have been important in arriving at the value 
of the property of the individual roads. Had the clause become effec- 
tive, two results would have been likely: (I) strong roads would 
have found it to their advantage to absorb weak roads in order to 
lower the rate earned on total property and so reduce their loss 
through recapture, and (2) an accumulation would have been avail- 
able that would have made the railroads largely independent of the 
Government aid that they were obliged to seek in the depression fol- 
lowing 1929. 10 

The purpose of the Transportation Act, then, was to t lay down a 
general principle of rate regulation that would' be fair to the rail- 
roads as a whole, rather than to limit their earning power unduly. 

In summarizing, it may be stated that the Act prescribed rate 
regulation that would, if carried out, have given the railroads a higher 
return than they actually have earned for some time in the past, and 
that would have permitted the stronger roads to earn very substan- 
tial dividends. The reasons are threefold. In the first place, even if a 
road had earned more than the "fair return” on its operating proper- 
ties, only one half of the excess was to have been taken by the Gov- 
ernment; in the second place, low interest rates on outstanding bonds 
permitted a surplus for dividends in excess of the prescribed return; 
and, in the .third place, an unlimited return on properties not used 
for railroad operation was permitted. 

Analysis for investment purposes. An investor is interested not 
so much in the general facts about the railroad’s financial condition 
as in the relative safety of a particular bond or stock. If he is ana- 
lyzing the position of a certain bond that is secured by a first lien 
on a piece of property indispensable to the operation of an im- 

10 The recapture clause would have operated m the 1920’s at a time when 
even weak roads were able to finance. The Interstate Commerce Commission 
estimates that the fund, if operative, would have amounted to considerably 
over $300,000,000 for the period, 1920-1931 (/ C.C. Annual u Report , 1932, p. 93). 
The Reconstruction Finance Corporation had loans outstanding to railroads of 
$280,000,000 at the end of 1932, and of $337,000,000 at the end of 1933. For a 
concise statement of the difficulties of applying the recapture principle, see 
/.C.C. Annual Report, 1932, pp. 16-18. 
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portant railroad, he is interested in the character of the lien rather 
than in the general earning power of the road. Such a bond is hardly 
likely to suffer in a reorganization and commands a better price than 
a second lien on a greater amount of property. On the oth‘er hand, a 
general lien, though secondary, often ranks higher than a first lien 
on some unimportant, and perhaps unprofitable, property. In a re- 
organization, the bondholders with a lien on the latter type of prop- 
erty might be told to take the property mortgaged if they were not 
satisfied with the amounts they received under the reorganization 
plan. 

As the strength of the investment position of a security diminishes, 
general earning power becomes more and more important. Stocks 
stand in the last position as regards security, and are valued in pro- 
portion to the sufficiency and stability of earnings. The higher re- 
turn which investors in stock secure by taking the greater risk is 
often offset by the consequent losses. Where a higher return over a 
period of years is actually realized, it may be said to be the reward 
for ability to evaluate securities. The investor who hopes to make a 
large return by taking less secure investments must pay the price in 
the way of time and study to obtain that return. 

External factors affecting the future. In addition to ability to 
analyze the past performances of a railroad through its statements, 
there should be an intelligent knowledge of those general external 
factors likely to change present conditions. The chief of these are: 

1. Political elements, both legislative and regulatory. Legislation 
showed a favoring attitude in the Tran- oortation Act of 1920. Again, 
during the depression after 1929, imuh was done to prevent the 
collapse of railroad credit. In absolute amounts the loans of the Re- 
construction Finance Corporation were large, but relative to the 
properties protected they were not excessive-. Furthermore, such aid 
indicated an appreciation of the social importance of preserving a 
situation the destruction of which might have impaired the solvency of 
important financial institutions. Legislation can, however, be harm- 
ful in imposing burdens designed to benefit special groups or interests. 

Regulation similarly can be helpful or otherwise. In this respect, 
the rate-making power is of paramount importance, although the 
limitations of any commission to set rates which will be suitably 
profitable must be recognized. During a depression, rate adjustments 
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are an inadequate substitute for lost traffic volume. In ordinary 
times, attempts to raise rates may be restrained by the presence of 
competitive transportation agencies. Probably a portion of the slow 
but steady* decline in the average per-ton-mile rate between 1922 and 
1932 from 1.177 cents to 1.046 cents was due to rate-paring here and 
there undertaken on the initiative of railroad management either to 
gain or to hold jtraffic subject to competition 

2. Consolidations . The Transportation Act of 1920 encouraged 
consolidations subject to the approval of the Interstate Commerce 
Commission with the idea of effecting economies by the welding of 
the railroads into strong regional systems. The intention was, how- 
ever, to preserve competition in each section of the country. 11 The 
possible advantages or disadvantages of mergers with other stronger 
or weaker roads affect the future possibilities and values of a rail- 
road's securities. Other ambitious proposals have been put forward 
which, going beyond wdiat is permitted by the law, propose to weld 
all the railroads in a given territory, and so, it i^ hoped, achieve the 
maximum economies of a monopolized public service 12 

3. Growth of population and wealth. The growth nt population 
by increasing traffic volume has been an important reason for the 
development of efficient mass transportation on a large scale Growth 
from this factor has also offset the loss of traffic to other transporta- 
tion agencies which have grown so rapidly in the recent past, and so 
has prevented what would otherwise have been a net decline. Future 
growth seems likely to be slower. Decrease is possible m some terri- 
tories. Should per capita wealth continue to increase, the demand for 
transportation service could continue to grow, however, in spite of 
a relatively stationary population. The influence of population and 
wealth changes will be traced in the gross revenues and the character 
of the traffic, as will that of the next factor. 

11 Somewhat unwillingly, the interstate Commerce Commission published a 
Proposed Railroad Consolidation Plan on December 9, 1929 ICC. Reports, 
Vol. 159, p. 522 et seq. A modification was published July 13, 1932* I C.C Re- 
ports, Vol. 185, p. 403 et siq For the consideration* governing the strategy of 
consolidation, and so its significance m analysis, see W Z Ripley, Mam Street 
and Wall Street (New York: Little, Brown and Co , 1927)^ Chapter IX, “Plan- 
ning Ahead ” 

12 Probably the best known of these has been the Prince plan, which proposed 
a seven-system regional grouping and claimed potential economies on a stagger- 
ing scale. A popular description is given by Dudley Hovey in “Checking Up 
the Prince Plan,” Barron's, December 18, 1933. 
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4. Competition of other forms of transportation . The competition 
of water transport, pipelines, and, especially, the motor truck for 
freight traffic, and the bus, the airplane, and the private automobile 
for passenger traffic has become important. The shrinkage in the 
carriage of passengers since 1920 would have been alarming had that 
branch of the business contributed more heavily to profits. The rapid 
growth of truck transport has been largely confiped to short-haul 
movements, and up to 1929 appears to have absorbed a portion of 
what would have been normal growth of railroad freight traffic. In 
1929, ton-miles of revenue freight were about the same as in 1926, 
the previous high year (actually, 0.5 per cent higher). The decline 
in the years immediately following was largely the product of depres- 
sion rather than competition, although the ability of truck operators 
to cut wage costs and to adjust their rates at will undoubtedly gave 
them an unusual advantage in seizing business during such a period. 
Another consideration to be kept in mind is that the decade of the 
1920’s was the period of the introduction of the truck, and with the 
passing of thb initial stage of rapid development, its place in the 
transportation field should become more fixed and its inroads into 
railroad traffic less important. 

In giving attention to the more obvious effect of the motor truck, 
the less obvious loss of previous growth in coal tonnage during this 
period is often overlooked. Coal traffic has accounted for as much as 
one half the to f al rail tonnag and about one third of the gross freight 
revenues. The tonnage of coal and coke moved was 5 per cent lower 
in 1929 than in 1926. With passing y» ars it has lost softie of its rela- 
tive position, but continues to he ol great importance. 

The Motor Carrier Act of 1935 w as passed to bring these carriers 
under the Interstate Commerce Commission and equalize their treat- 
ment with that of the railroads. The extent to which trucking is intra- 
state suggests difficulties in the way of Federal regulation, and the 
relatively small investment required to enter the business suggests 
that any type of regulation is likely to be extremely difficult to en- 
force The success of the railroads in holding their position must 
depend upon greater efficiency in carrying mass shipments for the 
longer hauls. 1 ’ 

1 3 For an analysis of the problem from the railroad pomt of view, see An 
Economic Survey of Motor Vi hide Transportation in the United States (Bureau 
of Railway Economics, Special Series No. 60, 1933) : also. Coordinator EasU 
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In this respect, developments in the art of railroading are of the 
greatest importance. Of prime importance has been the rise of the 
Diesel locomotive to displace the steam locomotive. Although its 
most rapid Adoption was for passenger movement and switching, it 
later expanded rapidly into the freight field . 14 The most obvious 
advantage of this internal combustion engine, which is used to drive 
an electric motor, has been economy in fuel cost. It also has high 
speed and tractive power and a remarkable ability to stay in opera' 
tion for long hours without requiring as much servicing as the steam 
engine . 15 Other less spectacular changes, such as mechanization of 
maintenance and shop work, the use of creosoted ties and heavier 
rails, the straightening of roadway and reduction of grades, and im- 
provements in train control have also played a substantial part in 
increasing efficiency . 16 Much of this increased efficiency, has been 
absorbed by higher wage rates and the hampering working rules en- 
forced by strong labor unions. 

Conclusion. From the foregoing chapter, it is apparent that the 
balance sheet is chiefly of interest for a statement of the capital Struc- 
ture proportions and working capital position The assets are chiefly 
of interest in terms of their earning power. Consequently, the income 
statement receives the bulk of attention in railroad analysis. The 
constant problem is to interpret this record of pa-t performance m 
the light of external conditions that may develop new trends m the 
future. 


man’s report on,lhe regulation of trun'pml ttion agencies othei thin lailionds, 
Senate Document 152, 73id Congress 2nd Session (1934) 

1 1 Progress in difst hz.ition for the ln»i»rr railroads is reported m Arthur 
Jansen, “Diesels Continue Gains as Rails’ Prune Power,’* Bartons, Mav 7 
1951, p 6; itv operating ‘-ignifcr.i me in X C Dezendorf, “The Maximum Econo- 
mies of Diesel Motive Power" Analysts Jumna!, Thud Qimtei, 1951. pp. 43-46 
and Chat* Kerr, Ji , “Loeoinotivi Power m Pace with Changing Times,” 
Analysts Journal , Third Quarter, 1951, pp 51-54 
io Where an electric or Diese 1-power ed locomotive can spend upwards of 90 
per cent of 24 houm per day in service strain locomotives spend only 30 to 40 
per cent of the total possible locomotive-hours on the road 
16 A brief statement in popular form is reported pi the Association o* Ameri- 
can Railroad’s What's New , November, 1951, in an address by W S. Hackworth, 
“More Efficiency through Railroad Progress.” The difficulty ‘of translating this 
efficiency into increased earnings may be seen J. II. Parmelee, “Railroad 
Trends and Prospects,” Analysts Journal, Fourth Quarter, 1951, pp. 69-84. 
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Public Utilities 

The public utilities, like the railroads, are a regulated public service 
business. The term “public utility ” in financial circles has come to 
exclude the railroads and to encompass the electric light and power, 
the gas, telephone, water, and local transportation (buses and street 
railways businesses. They are rdore clearly a monopoly than the 
railroads within their given territory save as government occasionally 
v>ffers competition, in the municipal electric ahd transit field. 
The utilities also differ from the railroads generally in their greater 
interest in domestic consumption in the home), which is more 
stable in depression, and in the more local character of their opera- 
tions and regulation. The development of long-distance telephone 
operation^ and long-distance transmission of electric pow r er and nat- 
ural gas has been modi tying this localization in recent years. Al- 
though the public importance of the services or goods sold has often 
been used to explain the reed for governmental regulation of rail- 
roads and utilities, the more fundamental factors are probably the 
low’ capital turnover and the large duplication of capital equipment 
required to establish competing unit*-. These tw’o factors, when taken 
in conjunction, make monopoly natural, because it makes a large 
reduction in total costs possible. Under monopoly, w’hich means that 
the restraining influences of competition are absent, regulation be- 
comes essential. 

The amount invested is usually high in relation to the annual vol- 
ume of sales, with the result that ^ .datively high fraction of the 
consumer's dollar must be left available for a return upon capital 
if a normal rate is to be realized. Furthermore, if competing units 
are introduced, considerable overlapping investment is necessary*. 
Parallel trackage for steam railroads or street railways, two sets of 
transmission lines down *. very street for each of two electric or tele- 
phone companies, or duplicate systems of mains for gas or water 
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represent a serious increase in costs where the interest upon capital 
may constitute up to as much as a third of the total cost of service. 
In no other important field save real estate does the return on capital 
bulk so largeun final costs, and in that field competition does not 
necessarily involve the creation of “overlapping investment.” If 
capital costs were less significant, some waste from duplication might 
be more than offset by cost reduction in other directions resulting 
from competitive pressure and the spur of the more rapid introduc- 
tion of improvements in equipment and methods of operation. 

The following table, showing comparative gross revenues and 
growth during the decade 1940-1950, will give an idea of comparative 
financial importance. The utilities as a group have passed the rail- 
roads in financial importance and have enjoyed a more rapid growtU. 
The railroads still outrank any individual division of the utility in- 
dustry. The gas industry had an especially rapid* expansion after 
World War II as the result of long distance pipeline construction 
that brought natural gas to the major population center^ The finan- 
cial troubles of the street railways have resulted in municipal owner- 
ship in many major cities m> as to reduce greatlj the volume of 
corporate securities available in the transit field. Water works are 
so generally owned and operated by municipal authorities, particu- 
larly in the larger communities, that they are not included here. 


RAILROAD AND UTILITY REVENUES 1940 1950 
(Millions) 





Per Vent 

• 

1940 

1950 

Increase 

Railroads (Class I) ... 

Utilities : 

. $4,297 

$9,473 

97% 

Electric (Classes A and B) 

2,440 

5,086 

108 

Gas (both natural and manufactured) 

872 

1,958 

125 

Telephone (Class A) 

1,273 

3,458 

172 

Transit 

737 

1,452 

98 


Capital structure proportions* An idea of the current importance 
of the private electric industry and the general character of its bal- 
ance sheet can be had from the Composite Balance Sheet of Class A 
and B companies tabulated by the Federal Power Commission for 
December 31, 1950. 1 


1 Federal Power Commission, Statistics of Electric Utilities in the United 
States, 1960. 
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COMPOSITE BALANCE SHEET 
Class A and B Private Electric Utilities 
(All Departments) 

December 31 

(Millions of Dollars) • 

1945 1950 


Assets 

Amount 

Per Cent 

Amount 

Per Cent 

Electric Utility Plant 

$12,176 

69.1% 

$18,806 

75.4% 

Other Utility Plant .... 

1,824 

10.3 • 

2,451 

9.8 

Unclassified Utility Plant ... . 

491 

2.8 

184 

.7 

Total Utility Plant 

$14,491 

82.2 

$21,441 

85 J9 

Investment & Fund Accounts . . . 

1,089 

6.2 

1,235 

4.9 

Current & Accrued Assets . . . 

1,696 

9.6 

2,058 

8 2 

Deferred Debits 

264 

1.5 

172 

.7 

Capital Stock Discount & Expense 

36 

2 * 

41 

2 

Reacquired Securities 

57 

.3 

26 

A 

Tot^l Assets 

£17,633 

100,0% 

$24,973 

100.0% 

Liabilities 





Capital Stock 

$ 6,062 

34.4% 

* $ 7,944 

31 £% 

Long-Term Debt 

6,141 

34.8 

9,188 

36.8 

Current <fc Accrued Liabilities . 
Reserve for Depreciation & Amor- 

965 

5.5 

1,527 

6.1 

tization 

3,065 

17.4 

4,384 

17.6 

Other Reserv os ... ... 

236 

1.3 

86 

.3 

Def cried Credits 

Contributions in Aid of Construc- 

113 

.6 

109 

.4 

tion 

46 

3 

66 

3 

Surplus 

1,005 

5.7 

1,669 

6.7 

Total Liabilities 

$17,633 

100.0% 

$24,973 

100.0% 


From this balance sheet the capital structure proportions can be 
seen as follows: 


Electric Utility Capital Structure Proportions 
1950 

(Millions of Dollars) 

Amount PerCent 


Long-Term Debt 


$ 9,188 

48.9% 

Capital Stock . 

Preferred 

Common . 

Premiums, Assessments, etc 

$2,575 

5,046 
323 

7,944 | 

13.7 

28A 

Surplus : 8 

Capital . . . | 

Earned 

$ 323 

. ... 1,346 

1,609 

8.9 



$18,801 

100.0% 


Source: Federal Power Commission, Stati*tice of Electne VtUitiee in the United State*, 
19 SO Summary. 
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The amount of long-term debt exceeded the capital stock, but the 
more significant ratio of debt to total stockholders’ investment 
shows the latter to have been larger by a small margin. Combined 
capital structures for 10 large electric companies, serving metropoli- 
tan areas for the most part, show a slightly more conservative pro- 
portion of debt. The fact that these companies represented some $ 5.4 
billion of the $18 8 billion total of capital structures indicates their 
relative importance and suggests a higher debt ratio than the 48.9 
per cent over-all average for the smaller companies. Such higher debt 
is characteristic of the smaller companies that have grown rapidly 
and have found senior financing more economical. Although the debt 
percentage rose moderately during the rapid expansion following 
World War II, rising from 46.5 per cent in 1945 to 48.9 per cent in 
1950; it was but little higher than the 48.1 per cent figure in 1939 
During the war period, when private construction was held at a 
minimum, the debt ratio declined somewhat 

COMBINED CAPITAL STRUCTURE PROPORTIONS 

OF LEADING ELECTRIC UTILITIES » 



1940 

1950 

Bonds 

44 

46 

Prof pi ml Stock 

13 

14 

Common Stock 

35 

29 

Surplus 

8 

11 

Totals 

Too 

Too 


Gas distribution companies would be expected to '■how capital 
structure characteristics; similar to electric companies. However, be- 
cause much of their growth and prosperity after 1945 has been based 
upon the expanded use of cheap natural gas, prudence would suggest 
debt repayment, even for the distributing companies during the ex- 
pected life of this exhaustible resource Although such companies 
might well continue to distribute manufactured gas thereafter, their 
economic situation would be greatly changed by a return to a higher 
cost fuel. Natural gas producing companies are regarded as indus- 
trial companies much like petroleum companies. Pipeline transmis- 
sion companies, secured by long-term contracts with the distributing 
companies, have been able to finance an unusually larg£ proportion 
of their construction with bonds. 

As more street railways in the largest cities have become munici- 
pally owned, the bus has risen in relative importance for the remain* 
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ing privately-owned transit companies These latter with their chief 
asset in relatively short-lived buses have tended to pay off their long- 
term debt and use installment loans of intermediate maturity or 
use depreciation funds for replacement # 

Because of its contrasting capital structure, the figures of the 
American Telephone & Telegraph Company are reproduced below 
The telephone industry consists chiefly of the operations of the Amer- 
ican Telephone & Telegraph Company and its subsidiaries It is 
estimated that over four fifths of the telephones m the United States 
are owned by this (the Bell) system The huge size of the system is 
seen from the following table showing its capital structure It is the 
largest nonfinancial corporation in the country The table also shows 
the relatively low proportion of debt en when the operating- 
subsidiary and holding company debt i& combined The rapid and 
extraoidmary growth alter 1945 lifted debt to a 1 datively high 
percentage for that system 42 per cent as compared with 29 per 
cent m 1940 A substantial use of convertible bonds has kept the 
ctffnmon stock on the inciease and mack possible the indirect sale 
ot shaies at a f ivoiablv high price and low distnbution cost During 
the pc nod when the bonds remained unconverted the company had 
the use ot the funds at a lelativcly low interest rate This period 
com< ided wilh the period of construction when the additional in- 
vestment was not >et productive ot earnings 

AMERICAN 1H, PHOM A TELRGRVPII COMPANY 

( \P1TM '*'TKt (Tl HI (('OMBIS.EO S'iSTFM) 

(Million^ it Dolin') # 


1950 1940 1926 


Funded Debt 

$ 

‘r 

S 

% 

$ 


Ameiu m T* 1 & Tel 

18S r > 

24 

570 

15 

385 

16 

Subsidi n ks 

1 74b 

23 

561 

14 

537 

22 

Notes Sold to Pension I imd 

— 

- 

104 

3 

— 

— 

Piefcned Stock of Sub'idi uic s 

18 


38 

1 

110 

5 

Common Stock 







Ameiu an Icl A Ttl 

*862 

37 

1869 

48 

1064 

45 

Subsidiaries (minority intue-t) 

119 

2 

90 

2 

90 

4 

Surplus # 







Pienuums 

626 

8 

270 

7 ] 



Reserv os 

19 

— 

63 

* 

196 

8 

Unapproprntcd 

443 

6 

297 

sj 




7 720 

100 

3 862 

100 

2,382 

100 
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Working capital. The current assets and current liabilities occupy 
a secondary place in the utility balance sheet. In the combined bal- 
ance sheet of electric companies shown above, current assets were 
only 8 per cent of total assets. The presence of notes payable is 
usually regarded as a sign of imminent financing, although a lack of 
working capital may be due to either operating losses or construction 
to be financed upon completion. Forehanded financial manage- 
ment is often disclosed by the presence of cash and temporary invest- 
ments placed outside of the current asset section to care for con- 
struction in process, or of stand-by bank credit arrangements that 
insure adequate cash while the corporation is waiting for the pro- 
ceeds of more permanent financing. In any case, where need is shown 
either by temporary borrowing or announced plans of expansion 
under way, the ability of the company to sell securities should be 
considered. In general, the current ratio is likely U be much lower 
than in the industrial field. In ordinary years it will be between one 
and two, and sometimes a working capital deficit is found For the 
combined electric companies it was 1.35 in 1950 . Such lower raiios 
are adequate for a cash business of the service type. # 

Fixed assets. The fixed assets devoted to operations make up the 
bulk of their side of the balance sheet. Some companies, particularly 
the large metropolitan units, show (ther fixed nonoperating invest- 
ments; but these will generally be found to be closely related to 
operations. Most frequently, these investments are in companies 
which (a) act as a source of joint supply, such as a natural gas pipe- 
line or producing property or a large, low-cost electric generating 
company, (b) ire a subordinate department of operations, such as 
gas, transit, or heating business; or (c) are related properties that 
are in the course of bemg acquired as subsidiaries. Such holdings 
require separate analysis. 

Under the uniform system of accounting for clectiic and gas utili- 
ties first prescribed by the Federal Power Commission to take effect 
January 1, 1937, the plant accounts are to show original cost, esti- 
mated if not known. Differences, such as might arise from write-ups 
must be segregated in adjustment accounts with the idea of their 
ultimate amortization. Individual balance sheets will *>till be found 
in which Plant Adjustment items are next to«or included in the Plant 
account. These may represent write-ups or amounts paid for prop- 
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erty in excess of cost to the original owner. 2 Under Federal Power 
Commission rules* write-ups and intercompany profits of holding 
company systems on asset transfers have been charged off as found 
by its studies to earned or capital surplus. Amounts th^t represented 
bona fide arms-length cost of utility property bought for more than 
the original cost of construction is carried as an asset. Such Plant 
Acquisition Adjustment is charged off against income over a one- 
to 15-year period. 3 This asset may or may not !>e included in the 
plant total for calculating rate base. The general practice of state 
regulatory commissions is to permit the inclusion of its amortization 
a* an operating expense deduction. The “Unclassified and Undis- 
tributed ,, accounts represent property accounts fgr which no such 
segregation had been made as of the date of the report. “Intangible 
plant” will sometimes be found that includes such items as organiza- 
tion expense, and*franchises and consent*. 

Because the fixed operating assets, or plant, frequently consti- 
tute 90 per cent or more of the total investment, are usually 
thought of as being synonymous with that “investment” upon which 
the regulatory authority is supposed to allow a fair return. Even 
though a certain amount is supposed to be added to the investment 
for working capital, the combined balance sheets of the electric com- 
panies show how small that is likely to be. Three important factors 
may interfere with the realization of an adequate return upon the 
book value of the operating property: 

1. Lack of adequate economic market. Even when a company 
operates under monopoly conditions, the absence of 'a large enough 

2 For illustration, see the consolidated statements' of Southern Company in 
Chapter XIX In a footnote to its balance sheet, Public Service of Indiana, Inc. 
stated: “During the 15-year period ending October 31, 1958, the Company is 
amortizing the balance of $8,448,460 established in Plant Acquisition Adjust- 
ments (Account No. 100 5) as a result of its original rosf study completed in 
1943, Such disposition is being made by charges to surplus account pursuant to 
orders of the Federal Power Commission and the Public Service Commission 
of Indiana. 

3 Federal Power Commission, Annual Report , 1948, page 70. For a defense of 
this latter type of asset, see Nash, who refers disparagingly to “aboriginal cost" 
where the increase in value was the result of impartial study at the time of 
purchase and calls attention^ to its acceptance by some state commissions in 
opposition to Federal Power Commission practice L R. Nash Anatomy of 
Depreciation (Washington, D C.: Public Utilities Report. 1947), p, 125. 
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market may prevent the realization of a normal return under any 
conceivable scale of charges. Raising charges to "customers above a 
certain point may simply reduce both gross and net revenues. Street 
railways haye suffered from this situation since World War I as a 
result of the competition of substitute modes of carriage. Quite prob- 
ably, an attempt to realize an increased return upon railroad invest- 
ment by the indiscriminate raising of rates would see traffic losses 
act as a counterbalancing force. Should the Government develop 
power projects without regard to the commercial possibilities of the 
market, a subnormal return might develop, although the remarkable 
growth of electric power consumption should be kept in mind in 
studying potential markets Bluntly stated, regulation offers the 
utility a ceiling above which earnings are not permitted to rise ex- 
cept temporarily; on the other hand, a^ stated in the ease of the 
Federal Power Commission v. Natural Gas Pipeline Company (315 
U. S. 590) : “regulation does not insure that the business shall pro- 
duce net revenues.” 

2. Price level changes. Currently most regulatory authorities use 
the original-cost-less-depreciation standard for measuring the invest- 
ment upon which a fair earnings return is to be allowed. In a few 
jurisdictions some consideration is given to current reproduction 
value. Any substantial weight given to the reproduction, or replace- 
ment, figure after a period of changing priee levels would greatly 
reduce the usefulness of f hc balance sheet figures as a measure of 
“investment/’ If prices fell after construction, and reproduction costs 
were given primary weight as the basis for rate-making, the return 
upon book value of the investment (cost) would appear subnormal. 
Analysis and utility regulation would be made easier at this point 
by a stable price level. The tendency in recent years has been to 
place more and more emphasis in regulation on original, or historical, 
cost. This attitude is reflected in court decisions as well as in the 
practice of regulatory commissions. It i> reflected in the requirement 
that accounts Miall not show 1 write-ups” even when a property is 
sold by one utility corporation to another, without regard to possible 
changes in reproduction value. • 

When the company has been engaged in a rate ci*se in which the 
value of the property has been con-udereri and determined by the 
commission, valuation figures are available that can greatly aid 
the analyst in the interpretation of the financial statements and in 
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the understanding of probable attitudes of the regulatory authority 
in that jurisdiction. 

3. Maintenance and depreciation . After the property has been in 
use for some time, the question may arise as to whether maintenance 
has been more or less than adequate to maintain its value, and 
whether sufficient allowance has been made for depreciation. A 
regulatory commission might decide that the property had less value 
than that shown on the books, and might allow earnings only in rela- 
tion to the depreciated value. Because so much of the utility property 
of many companies has been acquired since the rise of stricter regu- 
lation of accounts and has been reviewed by regulatory authorities, 
the hazard of asset overstatement has tended to diminish in im- 
portance. Nevertheless the analyst will continue to scrutinize bal- 
ance sheets for asset valuation and for depreciation practice 4 

Plant turnover. With the foregoing limitations of the book valu- 
ation of plant in mind, it is interesting to turn to* two commonly 
used methods of studying plant valuation: first, tb°t of comparison 
with gross revenues; and second, that of comparison with the capac- 
ity or output. The first relation is the familiar plant turnover. Be- 
cause the fixed plant investment is much larger than the annual 
sales, the ratio is generally reversed and expressed as the number 
of dollars invested in fixed property per dollar of gross revenues. 
In this way, plant turnover of 0.20 is stated as $5.00 of investment 
per dollar of gross revenues. In the accompanying table, this latter 
ratio of revenues to gross assets is used and may be expressed in 
dollars by adding a cipher (thus, 5.2 represents $5.20 of assets per 
dollar of revenues). 

For the combined Cla^s A and B cieotric utilities this ratio of gross 
fixed operating property to gross operating revenues was 3.9 in 1950. 

4 Not until 1951 did the Capital Transit Company eliminate Road and Equip- 
ment Unclassified of $5,250,000 irom a net propei ty account of $31,640,819. The 
item had been carried on its books since 1895 but had not been permitted in 
the rate base by the Public Utilities Commission. The elimination was made & 
condition of a pliiu for recapitalization aru .'lock split-up. Annual Report for 
1951 In a letter to stockholders (Nov. 10, 1943), Western Union Telegraph 
Company stated that a Company study disclosed that certain values set up in 
the property account in 1910, based upon an appraisal by independent engineers, 
should be written off to comply with the original cost rule of the Federal 
Communications Commission. The Company agreed to adjustments that would 
reduce the Plant and Equipment by $27 million to a gross book value of 
$325 million. f 
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This figure stands for a combination of steam and hydroelectric 
plants. The ratios for a number of leading companies for the years 
1030, 1940, and 1950 are shown below. 

RATIOS OF GROSS FIXED OPERATING PROPERTY TO 
GROSS REVENUES OF SOME LEADING ELECTRIC 
A GAS UTILITIES 



1930 

1940 

1950 

Boston Edison Company 

5 2 

4.7 

3.6 

Commonwealth Edison 

341 

44 

38 

Consolidated Edison of New York 

4.9 

4.9 

3.5 

Consolidated Gas, Elec. Lt A Pr of Baltimore 

42 

39 

3.1 

Detroit Edison 

51 

50 

3.4 

Pacific Gas A Electric 

8 2 

67 

59 

Philadelphia Electric 

54 

5.3 

35 

Southern California Edison 

82 

7.8 

57 

Union Electric of Missouri 

62 

67 

34 


Some prefer, in the case of utilities, to study the relation of net 
rather than gr,pss property to revenues. They argue that it is the 
net figure that determines the amount of investment upon which the 
customer is obliged to pay a return in the revenue dollar paid for 
utility services. The argument for gross plant, it will be recalled 
(Chapter IX) , was that the volume of service rendered, as reflected 
in revenues, was not reduced by a reduction in plant valuation 
through depreciation. In a statistical presentation both may be used. 

After a period of rising prices, such as was seen between 1940 and 
1950, the ratio of plant to revenues tends to decline because operating 
expenses, other than depreciation, adjust quickly to higher prices 
and with them the revenues have to rise, even though sometimes 
tardily. Plant costs, however, continue on the books at the original 
cost. Only the new construction reflects the higher level of prices. 
Plant investment can also decline relative to revenues where utiliza- 
tion is improved; that is, the load factor is raised. Other long-run 
factors can work changes as differences m the rate of change in prices 
that go into operating costs and into construction. Changes in tech- 
nology may also change the economic character of utility operations. 

During a period of growth, these ratios Dased upon property ac- 
count at the end of the year, rather than the aveaage assets, tend 
to be overstated. In some cases, the asset doubtless included installa- 
tions not brought to the point of full production — which might give 
an incorrect impressioii of excessive asset costs. Sometimes the pur- 

I 
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chase of power from other corporations produces a further complica- 
tion in the use of this ratio. The Safe Harbor Water Power Corpora- 
tion was organised by the Consolidated Gas, Electric Light & Power 
Company of Baltimore and the Pennsylvania Water & Power Com- 
pany, in order to develop a large low-cost hydrogenerating plant for 
joint u&e. The Southern California Edison now purchases power from 
the Federal government’s Hoover Dam. Such arrangements mean 
that the operating company has no asset in its* balance sheet for 
the money invested in generating equipment save as it owns securi- 
ties in this outside company. The result is an apparently lower ratio 
of property to revenues, which may be deceptive to casual readers 
because the operating company is generally indirectly responsible 
for the financing of a share of this outside project through contracts 
for the purchase of power. 

The high projjerty mvestinent of the water power company as 
compared with the ordinary company generating through the use of 
steam power is illustrated by the Pacific Gas & Electric *and Southern 
California Edison figures. These companies depend heavily upon 
hydro plants. Such properties have in the past shown as much as 
from $8 to $10 of investment per dollar of revenues; but by elimi- 
nating the cost of fuel, they are able to devote a larger fraction of 
the revenue to paying interest and dividends. If such a company 
devoted itself solely to generation, selling its power wholesale for 
distribution by another company, its operating expenses would be 
nominal, and virtually the whole revenue could be used for capital 
return. The interrelation of plant turnover and the operating ratio 
will be considered below in the discussion of the mcbme statement. 
Without charging the company that has a relatively high property 
investment with “overcapitalization” or “inefficient investment,” it 
may be said that such a company will tend to have greater difficulty 
in earning a fair return, unless the property is of a different type, 
such as a hydroelectric property, and so not comparable. 

Investment in relation to capacity. In the electric field, the 
Property account is sometimes studied in relation to its ability to 
produce power. Gross plant investment in electric utility property 
may be studied per kilowatt of capacity. (A kilowatt equals approx- 
imately \% horse power. One horse power equals .746 kilowatts.) 
From 1930 until after World War II in the late 1940’s, much of the 
electric utility plant represented the huge f expansion of the 1920’s. 
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For that period Nash stated that the total cost qf urban steam elec- 
tric power properties, including transmission and distribution as well 
as generation, was likely to range between $250 and $450 per kilo- 
watt of rated generating capacity. The lower limit was suggested as 
possible for a compact community with no underground distribution 
system, and the higher figures for fairly large cities with unusually 
extensive underground distribution, substations, and storage batteries 
for emergencies. 5 Utilities located in sparsely settled territory were 
sometimes found with high unit costs. 

The Federal Power Commission has published more recent figures 
that represent a composite of older investment and some postwar 
construction. 6 Although subsequent expansion will give more recent 
costs a larger weight as time passes, these average figures provide 
a rough standard of reference. The average investment in steam- 
generating plant was $103 per kilowatt of capacity, for hydro plants 
$167, and for internal combustion plants $146. 7 The outlay for 
transmission systems was $46.60 per kilowatt of generating capacity 
and for distribution systems $188.75 per customer. These figures 
would result in an average total cost per kilowatt of capacity ranging 
from $285 to $349. 

J L. R. Nash, The Economics of Public Utilities (New York' McGraw-Hill 
k Co., 1931), p. 343 Chapter XIII is devoted to 'Tests of Utility Develop- 

t." 

Barron's, May 29, 1950, p. 10. 

to 1916, when the price level was lower, the average cost of a first-class 
m plant was estimated at from S55 to $75 per kilowatl of capacity, and the 
first cost of a* average hydroelectric installation at $150 per kilowatt with 
possible additional amounts for storage dams. (H G Stott, "The Cost of 
Generating Power,” Electric Journal, Vol 13, August, 1916, pp. 373-376.) Mor- 
row found a cost of $82 50 to $145, and an average of $114, after 1927. L. W. W. 
Morrow, "Steam Station Cost Survey,” Electrical World, Nov. 23, 1935, pp. 
51-58. A convenient summary is given by John F. Childs and Francis A. Wood- 
bridge, A Practical Introduction to Public Utility Security Analysis (New York: 
Barron’s Publishing Co., 1940), pp. 93-97. Houston Lighting and Power Co. has 
been given as an example of a company able to reduce investment in new 
generating capacity below $100 per kilowatt by the use of outdoor construction 
as compared with $160 per kilowatt, or more, experienced on indoor plants 
recently constructed in other parts of the country (1948). (P. P. Stathas of 
Duff and Phelps, Chicago, in an address on "Outlook for the Utility Industry” 
before the Western Regional Trust Conference of the American Bankers Asso- 
ciation, October 15, 1948.) The Edison Electric Institute in its annual Statistical 
Bulletin publishes indexes of electric light and power plant construction costs 
back to 1911 for various sections of the United States and also the volume of 
construction expenditures lfter 1921. 

I 
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Applying these ratios to all private power companies in the coun- 
try, investment in electric utility facilities at the close of 1949 ran 
as follows: 


Type of Property 

4 Million 

4 % Total 
* tn Service 

Generation Facilities* 

45,380,886 kw 

Transmission System 

5,287 

3760 

2,115 

15.00 

Distribution System- 

32,500,000 Customers 

6,135 

43.50 

General Plant 

528 

375 

Intangibles 

35 

075 

Total 

14,100 

100 00 


Although some have been inclined to attribute cost differences to 
variations in efficiency of design and promotion, further allowances 
must be made for differences attributable to location and, even more, 
to price level fluctuations over long periods. Hydroelectric installa- 
tions cannot be said to have at any time a standard ^ost range, be- 
cause *the amount of power that can be developed is an accident of 
nature Actually, some similarity is usually expected at a given time 
because possible water-power sites are known, and whenever the 
growth of the market is sufficient to make a promotion able to pay 
its way, development will take place. The chief concern of the ana- 
lyst is that the cost shall not exceed that maximum beyond which 
the development will be unable to earn a reasonable return upon the 
amount invested in it. The continuing increase in efficiency of steam 
plant operation in recent years has somewhat dampened enthusiasm 
for water power, except where it is very advantageously situated. 
The power output per pound of coal (onsumed has increased re- 
markably m recent decades 1 * * * * * * 8 

Some of the special disadvantages that hydroelectric as compared 
with steam-power projects may suffer are as follows: 

1. A large investment per horse power. The consequently heavier 

fixed charges make the company less adjustable in a financial way 

to any business reverse 

8 Low costs are* underlined m reports of new plant efficiency, as in the 

prospectus of Wisconsin Povfer and Light Company (April 4, 1952), which 

states that, m the first month’s operation, its new 60,000 kilowatt supercharged 

hydrogen-cooled steam generating unit had a fuel cost of 3.68 mills per kilowatt 

hour, as compared to 4 35 mills for all of its steam i lants combined. 
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2. Frequent need for an initial overdevelopment. The project may 
require the building of dams or other storage facilities in excess of 
immediate requirements, because the dam must, as a rule, be built 
once for all time. Consequently, the fixed charges during the early 
years may be difficult to meet. 

3. Development at the point of water flow and transmission diffi- 
culties. The development may be at a distance from the market, and 
consequently may entail expensive transmission or even render the 
project impractical. It is stated that the Niagara water power devel- 
opment was a business failure when first undertaken before it was 
able to reach an advantageous market in the city of Buffalo. 

4. Ice. This may in some locations make the development im- 
possible. 

5. Variations of flow. This hazard runs all the way from the risk 
of destructive floods to a lack of sufficient water* to meet require- 
ments. Without power, the huge investment continues to create carry- 
ing costs with w compensating revenue. 

Because the chief costs for generating electricity by water power 
are capital costs, the government has a special competitive advantage 
over private corporations. Municipal organizations can finance the 
whole cost of the project by issuing low-yielding tax-exempt bonds, 
which have borne especially low interest rates as Federal income tax 
rates have risen. A substantial part of the financing by privately 
operated utilities has to be by equity securities at materially higher 
rates. In the case of such Federally-operated power developments as 
the Tennessee Valley Authority, a great deal of the construction costs 
are allocated to other than power investment, such as flood control. 
The result is to lower the apparent capital investment, and in the 
operating statements of such power properties it is customary to 
omit any of the interest costs to the Government on the funds in- 
vested. Consequently, a “profit” or “net income” is shown even be- 
fore the cost of the Government’s borrowing is covered even on that 
capital that has been allocated to the electric power department. 
Moreover, to compare the low rate paid on Federal government bor- 
rowing with that paid by private utilities ignores tyie risk of loss 
borne by the taxpayer should the Government undertaking fail to 
earn its way. 

The capital costs (interest plus net income for stockholders) of 



PUBLIC UTILITIES 


39$ 

private electric utilities in 1950 amounted to 19.6 per cent of gross 
revenues, or 6.0 per cent on average invested capital structure. Had 
all of this been raised by the sale of tax-exempt municipal bonds at 
an average rate one half that paid by the private pompanies — 
that is, on an average yield basis of 3 per cent — their rates could 
have been reduced by 9.8 per cent without any change in their oper- 
ating efficiency. 

Furthermore, any comparison of municipal and private utilities 
needs to allow for differences in taxes paid by the business unit. This 
tax burden varies from year to year, but in 1950 Federal corporate 
income taxes consumed 9.1 per cent and other taxes 10.2 per cent 
of the electric revenues of private electric (Class A*and B) utilities. 
(In the composite income statement given below, revenues and taxes 
are for electric and other utility revenues combined.) Similar publicly 
owned electric utilities, excluding Federal projects, reported total 
taxes equal to 2.2 per cent of gross revenues (1949) as compared with 
the 19.3 per cent total from private company electric revenues.® 

In*short, the customary comparisons of rates of municipal and 
private utilities are inadequate until they allow for (1) the “saving” 
that the former enjoy from tax-exempt bond financing instead of 
the taxable bonds and stocks used by the latter; (2) the tax burden 
borne by the operations of the private corporation that is escaped 
by the municipal corporation; and (3) the low cost Federal power 
supplied to municipal units in some areas, which reflects the capital 
and tax “savings” of the Federal government in its huge multi-pur- 
pose power and flood control projects. That these differentials are 
substantial is indicated by the average figures cited/ 0 

Income Acconnl 

Operating ratio. The foregoing discussion gives the reasons for 

holding a flexible attitude in interpreting the results in the income 

statement as reflected in the operating ratio. A low ratio of operating 

expenses to gross revenues may be due, in the case of an electric 

company, to the ownership of a hydroelectric generating plant that 
* 

® Federal Powet* Commission, Statistics of Electric Utilities in the United 
States, 1950 Summary and Statistics of Publicly Owned Electric Utilities , 1949, 
p. via. 

10 H. G. Guthmann, '‘Competition from Tax-exempt Business,” Journal of 
Finance , June 1951, p, 161. 
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requires a low ratio in order to leave an adequate return upon the 
large investment. A high ratio may mean, instead of inefficiency, 
that a successful management has been able to create an unusually 
large volume of business and so can earn a good return with a smaller 
margin of net income. To understand the effect of a well-developed 
load of business, the relation of the operating ratio and the ratio 
of property to revenues must be kept in mind. If a 6 per cent rate of 
return upon the property is the objective, then a company w T ith a 
$6.00 investment for each dollar of annual revenues will need an 
operating ratio of 64 per cent to earn the $ 36 constituting the de- 
sired return; if the investment is but $3.00, an operating ratio of 82 
per cent will leafe $ 18, or enough to equal 6 per cent. Clearly, a 
utility able to increase its volume of business without increasing in- 
vestment, merely by utilizing capacity more fully, will b? able to 
spread its capital costs over the larger gross revenues and so survive 
on a higher operating ratio. 

Composite income statement 

Class A and B Private Electric Utilities for the Year 1950 


(Million^ of DolLiib) 


Amount 

Ft r Cen * 

Operating Revenues 

Operating Expenses 

Depreciation and Amortization 


$5,528 

2 980 

483 

100 0% 
53 9 

87 

Taxes * 

Federal Income Taxes 

Othei Ta\e& 

$491 

516 

1,037 

18 8 

Total Operating Re\enue Deductions 


SI 500 

814 

Net Operating Ro\ enuos 

Income from Electnc Flint Leiscd to Othei s 


$1,028 

5 

18 6 

1 

Total Utility Operating Income 

Other Income 


$1,033 

68 

18 7 

12 

Gross Income 

Interest on Long-Teim D< bt 

Other Income Deductions — Net 


$1,101 

260 

19 

19 9 

47 

3 

Total Income Deductions 


$ 279 

5 0 

Net Income 


$~822 

14 9 

Dividend Appropn.it ions from Surplus- 
Preferred Dividends 

Common Dividends 

• 

S 111* 

508 


A 


$ 619 



Source Statistics of Electric utilities xn the United States, 1950 Summary, p xxiv. 
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These relationships between the income account and the balance 
sheet can be studied by a comparison of the Composite Income State- 
ment of the Class A and B electric companies with the balance sheet 
figures given above . 11 

Load factor. The more complete utilization of capacity is known 
as increasing the load factor, which is the ratio of the average con- 
sumption to the maximum, or peak, demand. For an electric com- 
pany this peak is the highest load placed by the customers’ joint 
needs for a period of fifteen minutes, or some short period, during a 
given year. Because electricity is produced as used, the capacity 
of the system must be sufficient to handle this maximum demand. 
For gas, because ol its storage in holders so that variations from hour 
to hour can be met by drawing on this reserve, the usual test of 
utilization would be the ratio of Average consumption to the maxi- 
mum demand for ’any one day in the year, which is usually known 
as the “production plant load factor/’ Similarly, the gas mains of 
a given size will carry only a certain load, or voluipe, of gas at the 
necessary pressure, and a distribution system load factor is com- 
puted as the ratio of average to maximum hourly send-out over an 
annual period A telephone or transit company has the «ame load 
factor problem 

A comparison may also be made of the average load to the gen- 
erating capacity of the system, or the capacity factor. Such a com- 
parison bungs out the degree of plant utilization hut mixes two mat- 
ters; namely, the extent to which demand has been smoothed out 
(the load factor) and the lack of full utilization due to an excess of 
capacity over the peak demand for the year. Some maigm over peak 
load is believed dcsiiable to provide against contingencies and un- 
expected growth. 

In a period when plant expansion lias outstripped growth m con- 
sumption, or consumption has fallen oft greatly, the disparity be- 
tween the plant and load factors will be unusually great because of 
the large spread between even the peak demand and the capacity of 
the plant. In studying 'hydroelectric plants, it is also necessary to 


11 Federal Po^er Commission, Statistics o) Electric Utilities in the United 
States, I960, p. \xiv. Class PH includes companies* with $750,000 or more annual 
operating revenues or $4,000,000 or moie (original coat) of electric plant; 
Class B, companies with more than $250,000 but jless than $750,000 operating 
revenues and plant Jej>s than $4 000,000 
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remember that the ability to reach rated capacity is dependent upon 
a water flow adequate to motivate all of the generators to their maxi- 
mum, so that in some years it may be impossible to achieve the in- 
stalled, or rated, capacity . 12 

Diversity factor. A favorably high load factor is usually achieved 
by building up demand in the off-peak hours or seasons by mer- 
chandising efforts. Customers never make their individual peak 
demands upon the plant at the same time, so that the total of their 
individual maximum demands can exceed plant capacity consider- 
ably, The possible peak demand of the individual customer is usually 
measured by his “connected load”; that is, the demand he would 
make if he used .at one time every light, motor, or other electric 
device he had connected with the power circuit. A measure of the 
spreading out of the customers' peak demands is found in the diver- 
sity factor, which is the ratio of the sum of indi^dual customers' 
maximum demands to the actual peak demand on the system during 
the given year, 

An illustration, which represents a pioneering statistical investiga- 
tion of its sort, will be valuable at this point in giving a picture of 
how the diversity factor operates. In describing the situation, Samuef 
Insull stated: 13 

The maximum load on our system came on the sixth day of January, and 
the demand on us for energy . . . was so diversified that, notwithstanding it 

would have taken 26,640 kw to take care of the maximum demand of 

each one of these customers separately, on the day when the greatest de- 
mand came on us from all sources, it took only 9,770 kw. for these same 
customers. • 


Substituting these figures in our formula for diversity factor, 


__ . Sum of Individual Customers' Maximum Demands 

Diversity Factor = — — — — — — * 

Actual Peak Demand of system 

we have: 


Diversity Factor 


26,640 kw. _ 
9,770 kw. ~ 


12 In addition to information published by individual companies in their 
annual reports and prospectuses, the Federal Power Commission publishes 
monthly Electric Utility System Loads, reporting energy generated and peak 
loads by companies. Capacity data are published ha this series from time to 
time. 

18 Samuel Insull, “Centralization of Power Supply,” Public Utility Economics 
(lectures before West Side Y.Jd C.A., New York. 1914). p. 99. 
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Some of the factors producing this variation in the time at which 
the different customers make their maximum demands may be visu- 
alized best by considering the data from which the above diversity 
factor was obtained. The company studying the question installed 
with a large number of their important customers special recording 
meters that made a record of the load that the customer placed on 
the power company throughout the day. By taking the maximum 
load of each customer for the year, it was possible to obtain a sum 
of the maxima, which could be compared with the peak demand in 
the above formula. 

Analyzing the factors that diversify the demand and so prevent 
a coincidence of customers’ maximum demands, which would unduly 
push up the peak demand, we find: 

1. Some consumers, because of the very character of their busi- 
ness, find the peak day “unseasonable” and have either no need or 
else very little need for power at that time. For example, the brick 
yards and quarries do not run in the winter time, a., the frost inter- 
feres with their business. Again, the demand of the ice manufacturers 
is very much curtailed during the winter. 

2. Some consumers will, by virtue of the use to which they put 
the power, cut their demand in one direction as they increase it in 
another or by the nature of their operation will make their demands 
at different times. Thus, a workman employed by a manufacturer — 
assuming that the workshop i« meant for light manufacturing pur- 
poses and located in a high building — cannot run a tool m the work- 
shop, go down in the elevator that takes him to the street, travel on 
a street car, and use the electric light in his home all at the same 
time. 

3. Special arrangements may be made with some of the heavy in- 
dustrial users to have them shut off their demand at the period of 
maximum load. In this instance, such arrangements were made with 
some particularly heavy users like the cemen + works. 14 

The illustration is suggestive of the manner in which an increase 
in the diversity factor may be utilized to improve the load factor and 
increase the economy of operation. The demands of the individual 
consumers are spread more evenly in the first and second instances 
by taking a diversity of classes of consumers, and in the third in- 

Ibid., p. 98. 
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stance, by deliberate arrangement with certain of the largest indus- 
trial customers. 

The problem is one of efficient utilization of a large capital invest- 
ment, and is ordinarily thought of as being unique with the public 
utilities, wher£ it is unusually important; but it exists wherever a 
considerable proportion of fixed costs is found. 

Load factor and cost to the public. Low income for the power 
company per unit of power sold — and so, low cost — is associated 
with a high load factor and high output per capita, The difference 
is marked between Eastern cities, such as New York, Boston, and 
Philadelphia, and those, like San Francisco and Buffalo (Niagara 
Falls), which hav^ enjoyed a substantial part of their electric power 
from favorably located hydroelectric power. The difference cannot 
be assigned wholly to innate differences in the cost of water power 
and of steam power; for Chicago, with steam production, is remark- 
ably close to the hydroelectric standard as to lowness of residential 
rates, high output per capita, and first-class load factor. 

The Western hydroelectrics were compelled to make, in most ca^es, 
very large installation* at the outset. The only solution to their prob- 
lem of securing an adequate return under these circumstances, in* 
view of the then relatively sparse population, was to offer low rates 
and develop a large industrial consumption with a load factor suffi- 
ciently high to offset the low rates The position of Chicago, however, 
is less the result of natural conditions than it is of efficient and 
imaginative management 15 In recent years, even California with its 


15 Ibid , p 109 As of January 1, 1951, tvpical net monthly electric rates for 
residential service as compiled by the Fedeial Powei Commission were* 



25 kwh 

100 kwh 

250 kwh . 

Boston (Boston Edison) 

SI 40 

$4 69 

$9 40 

Buffalo (Niagara Mohawk) 

103 

2 78 

5 03 

Chicago (Commonwealth Edison) 

121 

3 35 

6 35 

New Vork (Consolid Hod Edison) 

133 

4 42 

7 79 

Philadelphia (Philadelphia Electric) 

155 

378 

6.48 

San Francisco (Pacific Gas <fc Electric) 

119 

2.99 

5.32 

The decline of average rates is shown 

as 



follows : 




1930 

1 70 * 

4 98 

1038 

1940 

136 

3$ 

7.05 

1951 

12$ 

3 62 

6 76 


kwh = kilowatt hours of consumption 


These data are also reported* m Moody’s Manual of Investment , Public Utili- 
ties each year m the general statistical survey of the industry. 
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wealth of low cost water power hae come to use increasing amounts 
of steam-generated electricity. 

Differential rates. An understanding of load factor and the large 
importance of fixed costs in utility operation leads to an appreciation 
of the advantages of securing additional business at off-peak hours, 
even at reduced rates, in order to spread the fixed overhead over a 
greater volume of units sold and so produce lower rate 45 ior all cus- 
tomers. But offering the service or product of a* utility at different 
prices has the appearance of discrimination, and, therefore, of unfair- 
ness. The actual basis of differential rates should be an analysis of 
costs; an illustration will aid the reader of general financial state- 
ments to understand the peculiarities of various utilities a< well as 
certain underlying principles of one of the most controversial aspects 
of rate-making. * 

In the following illustrative analysis, the figures for six coal gas 
companies situated in various parts of the United States were com- 
bined. 16 Table 1 shows the costs added to interest and dividends to 
sccfire the total cost of obtaining the gas service for the public. This 
would be the income of the companies as they existed. Table 2 fur- 
nishes other data necessary to the analysis The capitalization is 
assumed for the purpose m hand. The load factor was 25.65 per cent, 
indicating that the average demand is hut one fourth of the maxi- 
mum hour’s demand. The analyse of the costs i* shown in Tables 3 
and 4 The latter table shows the costs reduced to the most appro- 
priate unit basU. The separation of the costs is as follows: 

A. General costs Overhead costs not affected bf the immediate 
number of customers, the size of the plant, or the output of gas. 

B. Customers' costs. All expenses and charges irom the inlet of 

the customer's gas meter to the receipt of money in the cashier's till. 
Thus, the expense of reading meters is a customers’ cost and varies 
proportionately with the number of customers* * s 

C. Demand costs . All expenses and charges incidental to having 

16 This analysis was prepared by the Committee on Differential Rates (“Pro- 
ceedings of the National Coinmeicial Gas Association,” 1914 pp. 494-522). The 
debated item df depreciation was omitted from the costs. This discussion is 
intended to develop the economics of rate structure rather than to serve as a 
guide to practice, because the specific cost tv have changed with the passage of 
time. For more recent practices and problems, are L. R Nash, Public Utility 
Hate Structures (New York: McGraw-Hill BooklCo., 1933). 
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a plant of adequate capacity to meet the maximum demand ready 
with heads up and gas at all the meters, but not actually making any 
deliveries through the customers’ meters. For example, it is necessary 
to have equipment enough to turn out the maximum demand. So 
maintenance and interest charges on such assets will be a demand 
cost. When demand does not reach the maximum, the costs will 
continue 

D. Output cosh. All expenses incidental to the additional produc- 
tion of gas for actual passage through the customers* meters over and 
above all demand costs 


« 

Gross Cost of Gas-Makmg Supplies m 


Total Cost 
$ 591,584 

Cost per M 
Cu Ft Sold 
367 * 

Credit from Residuals 


J69 095 

• 22 9 

Net Cost of Gas-Makmg Supplies 


$ 222 489 

13 8* 

Retort House Labor 


157,859 

98 

Maintenance 


40,276 

25 

Other Production Expenses 


75,248 

4%7 

Total Production Expense 


$ 495372 

30 8* 

Total Distribution Expense 


58,666 

36 # 

Total Consumer Expense 


201,845 

12 5 

General Miscellaneous Expense 


221,915 

13 8 

Taxes and Insurance 


108 802 

68 

Total Operating Expense 


$1,087 100 

67 5* 

Interest and Dividends 


523 711 

32 5 

Total Cost of Gas Service 


$1,610 811 

$100 

TABLE 2 

Par Value 

Percentage 
Rate of 
Return 

Amount of 
Return 

Bonded Debt 

S3, 740,793 

6 

$224,448 

Stock Outstanding 

3,740793 

8 

299,263 

Total Capitalization 

$7,481,586 

7 

$523,711 


Gas Sales 

Number of Customers 
Maximum Hour’s Demand 
Demand Load Factor 
Sales per Customer per Annum 
Sales per Capita per Annum 
Inhabitants per Customer 
Number of Inhabitants 


‘ ~ 10, 81 1,000 cu ft 
53,760 

717,400 cu ft 
25 65% 
30,000 cu ft 
4,000 cu ft. 
748 
402.000 
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A more definite*idea of the nature of this division may be had by 
examining the costs listed in Tables 3 and 4. The manner of dividing 
the costs among the customers is shown in Table 4. The general costs, 
although necessary, cannot be definitely allocated. They are divided 
among the customers equally for the sake of simplicity. In practice, 
they should be charged in any way that will least impede the growth 
of service and the reduction of its price. The treatment given ip 
Table 4 puts them in the same class as the second column of costs, 
and makes them a part of a charge to be made on each customer 
regardless of his consumption. 

Relating rates and costs. A superficial examination of Table 1 
might lead one to state that any reduction of the rate below $1 per 
thousand would cut into the surplus of 32.5 cents of return to the 
investors Further, if the rate went below 67.5 cents, it would mean 
the sale of 'gas below operating cost It is clear, however, that if an 
additional volume of gas could be sold without increasing the number 
of customers or the size of the plant, any receipts .Wer 30.8 cents 
would add to the profits (see Table 41 Imagine the possibility of a 
doubled output under these conditions. This is possible, at least 
theoretically, because the load factor indicates that the plant is pro- 
ducing only about one fourth the amount that it does w'hile under 
the peak load This illustrates why the company would find it profit- 
able to sell additional gas at a lower rate than $1 or even $.675 per 
thousand 

A study of Table 4 yields the following conclusions as to possible 
rates: 

• 

1. Output costs. This amount represents the minimum limit for 
the selling price' and gas sold at this figure, 25 cents, would not yield 
anything to cover the other necessary costs. This amount, then, must 
be included in any rate and should be charged per thousand feet of 
gas consumed. 

2. Demand costs. These represent expenses necessary in order to 
be ready to supply the customers with gas, a fact that suggests 
dividing the demand co^ts among the cuftomers on the basis of their 
potential demands. The addition of each customer has increased the 
connected load" of the pl^nt. The amount of the load depends on the 
size and number of burners installed. 

As a practical matter, the maximum de^iattd on any plant will 
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AN ANALYSIS OF GAS-MANUFACTURING COSTS-UNIT BASIS 
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Total Costs , . . $ 9.13 S 7,31 I 45145 25004 

Capital Invested $4241 15066 $3,44217 
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never reach the amount that might be expected from the total con- 
nected loads, because there are always idle burners. The maximum 
demand of individual customers will come at different times. Thus, 
if all our customers chose to use their maximum demand at a single 
time, so utilising the full connected load, it might be necessary to 
charge $4 per 100 cubic feet of maximum demand. If, however, the 
customers made their demands at different times, thus spreading the 
load more evenly, so that there was a diversity factor of 2, the rate 
per 100 cubic feet maximum demand based on the individual cus- 
tomer’s maximum demand would be but $2 A diversity factor of 
three would reduce the charge to $1.33 


Diversity Factor = 


Sum of Individual Customers’ Maximum Demands 
Actual Maximum Demand 


The diversity factor is to be stressed, because.it indicates how, 
when two customers purchase equal quantities of gas, one may be 
more profitably to the utility than the other If one customer wishes 
service at the time of peak demand and the other desires gas {it^an 
hour when demand is slack, the latter is the more desirable The fiist 
customer requires an increase in the capacity of the plant and a 
consequent increase in “demand costs”; the latter requires neither, 
and his business will increase the diversity factor. Herein lies the 
expediency of lower rates for certain customers, if lower rates are 
necessary to secure their business 

The load factor is also significant The large consumer is fre- 
quently a steady consumer; that is, he consumes at a steady rate 
for a considerable period. The small consumer, on the other hand, 
frequently takes his gas in a lump within a comparatively few hours, 
which means that, in proportion to his needs, the smaller consumer 
requires a larger amount of plant investment per unit of consump- 
tion. Any rate based on the thousand cubic feet consumed would 
justly be higher for the latter individual. In the aggregate, the large 
consumer will pay more; but on a per-thousand-cubic-feet-consumed 
basis he will pay less, if rates are properly differentiated. 

3. Customers’ costs. These will presumably be distributed among 
all customers alike. The company might make a flat "service charge,” 
regardless of consumption, to cover these costs, although as a matter 
of expediency the smaller customer might be charged less. 

4 . General costs. Thlse costs are frequently lumped with the cus- 
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tomers* costs. T^hey must be met, and preferably will be spread 
among the customers, as previously suggested, so as to interfere least 
with the growth of the service. 

The foregoing discussion shows the error of thinking of costs solely 
in terms of “per thousand feet of gas consumed” (or # “per kilowatt 
hour” for electricity). Even with a uniform type of product, there 
are differences in the per unit cost of production. Two variables that 
make for unlike costs are volume and the time, of demand. These 
factors indicate, in this instance, the justice of differential rates. 
Such rates mean not only profitable expansion to the business, but 
greater service to the public and a possible reduction of rates. 

The analysis suggests: 

1. Business from present customers at those times when the plant 
is not fully utilized will be profitable on any basis above output cost. 

2. Bifsincss frpm new customers that docs not increase the maxi- 
mum demand may be taken profitably at any figure that will more 
than cover output costs and customers’ costs. 

3 # Business from new customers may profitably be taken at a 
lower rate than the present one, if that business results in a higher 
load factor and does not require a more than proportionate increase 
of investment in plant and distribution system. 

Investors’ interest in rates. This bare statement of the principles 
obviously requires much care in application. An avenue for business 
expansion that can be beneficial to both the company and the public 
is suggested. Because of the political pressure possible from a large 
body of small residential users, a management concerned with public 
relations will be inclined to resolve doubts about the proper alloca- 
tion of costs ii^ favor of the domestic user. However, the large indus- 
trial customer, who is most likely to be co-operative in purchasing 
gas or electric power at off-peak hours, is able to use substitute forms 
of energy or develop his own power if he is not won over by suffi- 
ciently low rates. On the other hand, the individual who uses his 
telephone for long distance personal calls may be induced by a re- 
duced rate to use the long distance lines investment outside of busi- 
ness hours at a time when they would otherwise be idle. 

The possibility that a utility with above-average rates may receive 
unfavorable treatment by the regulatory authority explains the in- 
vestor's interest in the subject. He should seek the explanation, such 
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as high plant costs or high operating expenses. In a competitive line 
of business, unduly high costs would be reflected #n smaller profits; 
but in a monopoly, the situation may not appear in the income state- 
ment until the blow of rate reductions has been struck by the regula- 
tory commission. The principle of regulating rates to permit a fair 
return is not intended to require the public to pay a return upon im- 
prudent or excessive investment nor for unnecessarily high operating 


costs. 

In the study of rates, the average charged per kilowatt hour is 
insufficient evidence because of the varying proportions between 
wholesale and retail, and between industrial and domestic, business. 
Particular attention is given to rates charged the domestic customer. 
In the case of electricity or gas, the cost of the usual amounts con- 
sumed per month by the average residential user would be taken. 
Location and size of community will make for differences in unit 
costs. Coal will vary in cost in different localities. In small commu- 
nities, it may be difficult or impossible to get the benefits of a high 
load factor and the low production cost of a large plant. 

The inefficiency of the isolated electric plant led during the ld2D , s 
to the purchase and joining together of the services of many scatte&d 
communities into large central stations through long-distance trans- 
mission systems. Some such promotions paid high prices for proper- 
ties acquired and depended upon, the continuance of relatively high 
rate levels for their financial success. 

Gross revenues. Only when the gross operating revenues, or sales, 
are broken down to show the kinds of utility service and the type of 
customer from ^hich the income is derived can a really satisfactory 
study be achieved With such detail available, changes in the rev- 
enues from year to year will be checked to see whether they result 
from (1) changes in size or capacity of the plant, (2) changes in the 
amount of business with the size of plant unchanged, or (3) a modifi- 
cation of the rate structure A comparison of the property investment 
with the physical volume of business — that is, in kilowatt hours of 
electricity or cubic feet (or therms) of gas sold — permits study of 
the first two possibilities. Rate changes are a qiatter of public record, 
and the company very frequently reports the influence that they 
have had upon revenues for the first year of their Effect so as to 
indicate their percentage importance. 

During a period of price change, rates are generally adjusted 
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slowly to the changed level of costs. When prices rise rapidly, this 
tardiness is likely to reduce net income, especially if any substantial 
part of costs are in the form of commodities, such as coal, that fluc- 
tuate more rapidly than wages. The varying influence of this inflation 
can be read in utility income statements of the World War I period, 
1917-1920, and in the late 1940’s following World War II. 17 

The good will of the public is especially valuable in securing a fair 
adjustment of rates during such a period. The street railways have 
been seriously handicapped in obtaining any hearing on increases, 
no matter how reasonable, because of public ill will and suspicion — 
the latter justified in some instances by the unsavory activities of 
traction promotors and financiers. Growing frankness in public rela- 
tions and the increasing ownership of securities by customers are 
regarded as favoring customer good will. 

Stability of revenues, especially during a period of business reces- 
sion, is valuable m giving utility securities investment standing. A 
large* proportion of the more stable domestic or residential business, 
as compared with the more fluctuating industrial demand, is con- 
sequently looked upon desirable This difference in stability ex- 
plains the importance attached to reports that classify the sources of 
gro^s revenues Gas companies should show industrial and residential 
revenues; electric companies, 1 heir residential, industrial, commer- 
cial, street railway, and municipal revenues; telephone companies, 
their local and toll revenues To the extent that the proportion of 
industrial business, particularly that of the heavy industries, is 
expanded, stability diminishes. For this reason, the*gas companies 
look with particular satisfaction upon the increased use of their 
product for residential heating; and the electric companies, upon the 
increased use of domestic appliances, electric refrigeration, and air 
conditioning. 

Operating expenses. The operating expenses may be studied both 
in relation to gross revenues on a peicentage basis and on a per unit 
of service basis, as per kilowatt hour or per thousand cubic feet of 
gas. A suggested unit for the telephone industry has been the tele- 
phone station, «r subscriber ; but with growth in the number and the 
distance of calls, it is apparent that the individual subscriber has 
been receiving an increased amount of sendee with the passing of 

iT H. G. Guthmann, “Monetary Inflation and the Public Utility Industry,” 
Edison Electric Institute Bulletin, May, 1946, p. 143> 
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years. Another possible basis of cost and revenue analysis is the 
single telephone call, but even this unit changes its character with 
the lengthening of the distance of the average call. Even when a 
single city is studied, the distance factor may be significant as the 
city’s area expands. This changing character of the “unit of service” 
may explain why studies of telephone costs have shown that they 
increased with the" extension of service, giving the telephone business 
the reputation of being an “increasing cost” industry. 

The significance of the load factor, plant factor, diversity factor, 
and operating ratio in their relation to the study of operations has 
already been discussed. In addition to the influence of water versus 
steamj>ower, two other influences may alter the usual meaning of the 
operating ratio of a gas or electric company: the proportions of 
wholesale and retail business and the presence of- purchased power 
or gas. Whenever power or gas is sold wholesale, various operating 
expenses connected with distribution are reduced or eliminated, and 
the operating ratio declines, while the relative importance cvf the 
return upon capital funds increases. On the other hand, a company 
that purchases any considerable portion of its pow r er or gas includes 
that cost among its operating expenses, and because this cost includes 
the capital expenses of the generating or manufacturing company, 
the operating ratio of the purchasing and distributing company 
rises. The latter company has shifted the burden of financing so much 
plant to another company. 

Because water flow may vary from year to year, companies using 
hydroelectric plants usually require stand-by steam generating plants 
to care for the deficiency m power. The effect of subnormal flow is to 
boost expenses and the operating ratio and reduce earnings. In order 
to minimize the effects of such fluctuation upon earnings, some com- 
panies set up a reserve, or suspense, account that is built up in years 
when flow is above normal and reduced m years of subnormal flow. 18 

Depreciation expense. As in the case of the railroads, the policy 

with respect to maintenance and depreciation is of especial interest 

% 

18 Prior to 1942, Consolidated Gas, Electric Light & Power Company of Balti- 
more adjusted operating expenses to equalize power costs which varied with the 
flow of the Susquehanna River. Such adjustments amounting to $1,107,166, 
$198,535, and $904,022 in 1941, 1940, and 1939, respectively, were deducted from 
operating expenses and canned as a deferred charge “Hydro Equalization.” Be- 
ginning with 1942, the practice war discontinued and the accumulated deferred 
asset was charged to surplus. 
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in the study of curating expenses. In the past, depreciation varied 
widely among similar companies because of differences in manage- 
ment policy. Practice has grown more uniform under the increased 
influence of regulation since the lOSO’s. The term retirement expense 
was commonly used in the past instead of depreciation in utility 
accounts. The method provided that charges made against income or 
surplus or both should provide for current retirements and build a 
reserve of indefinite amount against future retirement losses. The 
reserve was not intended to measure actual depreciation from wear 
and tear, obsolescence, or inadequacy, and so differed from the con- 
ventional straight-line depreciation common in most other fields. At 
the beginning of 1937, depreciation accounting adopted by the 
Federal Power Commission and then recommended by the National 
Association of Utility Commissioners. It became effective in many 
states on January 1, 1938. 

Some have argued for retirement allowances to be based upon the 
volijme of electricity sold. Such a plan would have much to commend 
it from a financial point of view. It would adjust the charge to some 
extent to the ability of the company to bear the expense. 19 Others 
have excused the possible inadequacies of arbitrary retirement allow- 
ances on the grounds that retirements are chiefly due to obsolescence 
in this field and might be charged off gradually after the retirement 
is made. 20 

Inasmuch as conventional depreciation is now accepted in the 
utility field, the debate as to its merits need not be recounted here. 
The chief problem of the analyst is to decide upon i^s adequacy. The 
chief need of the student is to understand its effect. 

One fear sofne times expressed, that reserves are in themselves 


19 Nash makes an interesting suggestion in line with this conception of de- 
preciation, namely, that the retirement reserve be used as a “barometer fund ” 
with an increase of rates following whenever the reserve falls below a certain 
per cent of property, and vice versa . Such a plan would tend to encourage re- 
tirements and stabilize net earnings. L K Nash, The Economics of Public 
Utilities (1931), p. 89 

20 For a fuller statement, see FJiot Jones and T. C. Bigham, Principles of 
Public Utilities f New York: The Macmillan Co., 1931), pp. 478-494. A full state- 
ment of a more orthodox accounting position is given by the Public Service 
Commission of Wisconsin ?n Depreciation (New York: State Law Reporting 
Co., 1933), a review of legal and accounting problems. A discussion of various 
methods is given in L. K. Nash, The Anatomy of Depreciation (Washington, 
D, C.: Public Utilities Reports, 1947). 
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dangerous because they “reduce the book value o#4he property and 
consequently the amount of investment upon which the company will 
be permitted to earn a return," deserves passing attention because it 
is a result of a common misunderstanding of the effect of allowances 
upon the statements and the business. 

The following figures illustrate the effects of setting up a reserve 
for depreciation. Ip the two illustrative balance sheets, the current 
liabilities are eliminated by subtraction from the current assets, and 
the difference is stated as the asset, “Working Capital ” It is assumed 
that the term “investment of the company" includes working capital 
AS well as fixed properties. 

•SOUTHERN ELECTRIC LIGHT & POWER COMPANY 
Decombei 31, 1950 , 

Working Capital $ 50 000 Bonds $300,000 

Fixed Property 500 000 Slocks 250,000 

$55cToOO $550,000 

If the Southern Electric Light & Power Company does not set aside 
any reserve for depreciation, the balance sheet will, at the end of a 
period of years, show little change, assuming, for the sake of simplic- 
ity, that no additions are made and th&t all earnings are paid out in 
the form of interest and dividends 

If, on the other hand, it is the policy of the regulatory commission 
to permit the inclusion of an allowance for depreciation among the 
operating expenses, and the company follows this policy, a higher 
rate will have to be charged the consume! to obtain the same return 
on investment as that earned in the former ease, and an accumulated 
“Reserve for Depreciation” will appear in the balance sheet At the 
end of five years, during which an allowance equal to 2 per cent of 
the fixed property has been made each year, the initial balance sheet 
shown above will be changed to rsad: 


SOUTHERN ELECTRIC LIGHT & POWER COMPANY 


Working Capital 
Fixed Property 
Added Property 


December 31, 1955 tt 

$ 50 000 Bonds < $300,000 

500,000 Stocks 250,000 

« 50 000 Reserve for Depreciation 50,000 

$600,000 mom 
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A possible misconroption is that reserves of the sort described injure 
the stockholders by reducing the book value of the investment upon 
which a return is allowed. The error lies in the failure to observe that 
the company is collecting an additional amount from tho consumers 
to cover the allowance for depreciation included among the operating 
expenses. (The validity of this reasoning depends upon the assump- 
tion that customers pay rates sufficient to cover this allowance as 
well as other expenses and a fair return to investors each year.) 
Because in this case it was assumed that no actual retirements were 
made in the five-year period, the full amount accumulated or accrued 
as “ieserve” appears on the liability side or it might have been de- 
ducted, as is the common practice, from the asset depreciated. The 
unexpended sums collected from consumers is shown here as 
Property.” Jn practice this addition may be: 

1. Expended to increase the operating properties, thereby keeping 
at the original amount the property investment upon 'finch a “fair 
return v is to be earned; 

2. Invested in independent propel ties or securities that will yield 
an independent return ; or, 

3 The sum may be used to reduce the bonded indebtedness or 
other securities. 

In any one of the three situations outlined, the investors, whether 
bondholders or stockholders, are not injured In the first two situa- 
tions, other substitute property lias been acquired to earn its own 
way in place of the reduced valuation of the utility rate base; in the 
last, the amount of securities upon which a return needs to be paid 
has been reduced, foilring a period of growth the sums collected from 
the consumer to cover depreciation are put to work in new property. 
When construction is slow and replacements not required immedi- 
ately, it i* usual to retire senior securities, usually debt. In years in 
which major replacements actually take place, any sums needed in 
excess of current depreciation allowances become a part of the gen- 
eral problem of new firyuxjing. 

The important difference between this policy of setting up adequate 
reserves and that of creating no reseive becomes clear if we suppose 
that shortly after December 31, 1955, it became necessary to retire 
certain units of equipment to make way for nfew* It will be assumed 
that the cost of the old equipment was $40,000. If a depreciation 
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accrual, or "reserve,” has been set up in advanced allow for this toss 
of value, then when the retirement takes place, the cost can be re- 
moved from the asset account and the “reserve” used to absorb the 
loss rather 'than a sudden large decrease in surplus. Thus, if the 
$40,000 is used to reduce the asset and the “reserve,” the balance 
sheet will then appear: 

SOUTHERN ELECTRIC LIGHT & POWER COMPANY 

Working Capital $ 60,000 Bonds $300000 

Fixed Property 460,000 Stocks 250,000 

Added Property 50,000 Reserve for Depreciation 10 000 

$560,000 $560,000 

With the financial position shown in the preceding statement, the 
company should be able to provide itself with the newer equipment 
either by disposing of the “added property” or, if -this addition repre- 
sents permanent improvements to the plant, by selling new securities. 
In either casfy every dollar of the outstanding securities ot the com- 
pany will be based on a full dollar’s worth of property 

Result of lacking reserves. If it had not provided a reserve?; the 
balance sheet of the company would have appeared as follows aftei 
the retirement, but before the entries were made to show the new 
property: 

SOUTHERN ELECTRIC LIGHT & POWER COMPANY 

Working Capital $ 50,000 Bonds 

Fixed Property 460,000 Stocks 

Property Abandoned 40,000 

1 $550,000 

The disadvantages of this latter situation are apparent: (1) The 
securities must for a time be supported by a fictitious asset, “property 
abandoned,” in reality a deficit, a condition particularly undesirable 
if it should be necessary to finance the purchase of the new equipment 
with a security issue. (2) The public must be asked to continue inter- 
est or dividends upon the securities issued to obtain this property 
that is no longer in use (unless the mvestorvis* to stand the loss) and 
to pay a sum to provide for the writing off of this lost property. 
(3) The management of a company in tfye situation outlined might 
hesitate to make a retirement that would appear in the balance sheet 
in this manner, regardless of the wisdom of making the desired 
changes from the standpoint of efficient service. 


$300 000 
250,000 

$550000 
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Where a depreciation reserve is being created, the consumers are 
asked to contribute to the replacement of the property during the 
period of use. The consumers enjoy the benefit of this property and 
so should provide for its retirement without loss to the investors. If 
the policy of protecting the investor is to be assumed, as is ordinarily 
expected to be the case where regulation limits the return, then 
later consumers must pay in a sum not only sufficient to replace 
the property no longer in use, but also sufficient to show a return on 
that property until it has been written off. This policy is one which 
has found favor in some quarters. 21 The assumption is that the com- 
pany may expect a rate of return sufficient gradually to remove or 
amortize this amount over a period of years. 

The arguments for this course of action are two: (1) tlfiK^Hy 
reserve fof retirements must, by its very nature, be based on guess- 
work, and hence unscientific and possibly unfair to the consumers of 
the company's service; (2) that any retirements of thi$ nature, that 
is, those caused by advances in the arts, will provide economies which 
will make it possible gradually to write off the retired property with- 
out increased charges to the consumers. 22 However, the common atti- 
tude, which is now reflected in current practice, is found in the state- 
ment of Alexander Dow, former president of Detroit Edison: “When 
I find myself managing other people's large investments, I prefer not 

21 In Kansas City Southern R R. v. United States (231 U. S. 423), the Su- 
preme Court sustained a rule of the Interstate Commerce Commission providing 
for the amortization by way of a charge to future operating expenses of the cost 
of portions of a railway division withdrawn from service because of the con- 
struction of a new line with lower grades and increased capacity, holding that 
the cost of the property thus withdrawn from service should not remain in 
the investment (asset) accounts, and that “abandonments occasioned by changes 
of this character are, therefore, chargeable to future earnings/’ In the uniform 
classification of accounts recommended for electric and gas utilities by the 
National Association of Railroad and Utilities Commissioners, an asset account 
is provided for “propeity abandoned” to include the amount of any property 
destroyed or abandoned because of replacement, obsolescence, or an extraordi- 
nary casualty, or for any other reason, when such loss has not been provided for 
in advance through a reserve. 

32 Without its generoua reserve policy, the American Telephone <fe Telegraph 
Company and its subsidiaries would probably have been handicapped in meet- 
ing the obsolescense of their proper ty. The cost of changing from ground circuit 
to metallic circuit in the early days and the expense of such things as putting 
wires underground, of adopting lead cable, and of instituting the automatic 
switchboard and the dial telephone have meant enormous outlays. Other re- 
markable and costly advances in technology as applied to the various utilities 
have been common. 
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to take the chance of being able to earn the pricc^of a dead horse out 
of future economies. 2 ’ 

Maintenance and depreciation practice* Although conditions 
affecting maintenance and depreciation can vary as between utilities 
operating in the same field, considerable attention is devoted to inter- 
company comparisons and average practice. In the electric field, the 
customary depreciation allowance (or retirement expense) has risen 
from as low as 1 per cent of gross property in the early 1930's for 
some companies to around 2Vj per cent in recent years. 24 Companies 
with considerable hydro property usually show a below-average rate. 
This allowance has approached 10 per cent of gross revenues. When 
price inflation Kas lifted other operating expenses materially, the 
dc P ^/»«uon expense, tied to pl^nt account at original cost, has 
tended to decline as a percentage of revenues. new property is 
added at the higher level of prices, the depreciation allowance tends 
to climb agaip relative to revenues. Because depreciation rates are 
subject to review from time to time, they may change as estimates of 
the remaining life expectancy of the assets are revised. # 

Maintenance for electric utilities has tended to run around 6 or 7 
per cent of gross revenues. Possibly in an earlier period when depre- 
ciation allowances were materially lower, some lesser replacements 
were included under this account rather than subtracted from the 
accumulated depreciation (or retirement) reserve. Because some 
differences in policy may still exist, probably comparisons of the 
combined maintenance and depreciation are more reasonable than 
comparisons of* either figure alone. 

Telephone plant has been depreciated at higher rates than electric 
plant. The Bell system has shown depreciation expense of about 3V& 
per cent of gross property, a figure which has represented about 10 
per cent of revenues. Combined maintenance and depreciation have 

W. Z Ripley, Main Street and Wall Str(et (Boston: Little, Brown and 
Co., 1927), p 335 

24 Detailed information on recent methods of depreciation m use. rates rela- 
tive to revenues and plant, and accumulated de premia 4 ion relative to plant for 
individual companies and the electric industry may beptudied m Federal Power 
Commission, Electric Utility Depreciation Practise s (annual}. Earlier practice 
may be found in Harry G. Guthrnann, “Public tjtility Depreciation Practice,” 
Harvard Business Review (Vol. XX). Winter, 1942, pp. 213-222. For an early 
study, see Barclay J. Sickle^, “Expenses and Capital Ratios of Wisconsin Elec- 
tric, Gas, Telephone, and Water Utilities: 1927-1931,” Journal of Land and 
Public Utility Economics (Vol. IXj, February, 1933, pp. 57-62. 
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run at about 30 p|r cent of revenues. During the depression years 
after 1929, this percentage rose from about 30 per cent to 38 per cent 
of revenues in 1933, although the absolute dollar amounts for both 
maintenance and depreciation declined, the former somewhat more 
than the latter. t 

Water companies, because of the nondepreciable nature of some of 
their property and the long life of other parts, have usually shown 
low depreciation relative to gross property, usually about 1 per cent, 
although sometimes less. This expense may, however, still represent 
from 6 to 10 per cent of gross revenues. 

Depreciation practice of gas distributing utilities must be studied 
with caution where shifts have been made from manufactured to 
natural gas In such cases, the depreciation expense and capital costs 
of gas production are shifted to the accounts of producing attd*v^P> 
line transmission companies. Practice may also vary with respect to 
the facilities formerly used for gas manufacture. They may be con- 
tinued as stand-by facilities or retired from the accounts. 

Depreciation practice will also vary considerably among transit 
companies depending upon the types of equipment used — electric 
cars, trolley buses, and gas or diesel buses — and policy with respect 
to replacements. 

The relation between the depreciation-to-revenues and deprecia- 
tion-to-gross-property percentages can be traced through the prop- 
erty turnover ratio Thus, if there is a property investment of $5 for 
every dollar of revenues, a depreciation rate of 2 per cent on total 
property will amount to 10 per cent of revenues. Multiplying the 
common depreciation rate on total property by the us*al relation of 
property to revenues, we find the following relationships: 



Depreciation 

Rate 

X 

Property • 
Reicnuts 

Depreciation: 

~ Revenues 

Electric (steam) 

2 5% 

X 

4 

T- lO^O 

Telephone 

. 3.5 % 

X 

3+ 

= 10% 

Water 

1 % 

X 

6 

= 6% 

Gas 

15% 

X 

5 

= 75% 


The sum of maintenin^e and depreciation for many steam electric 
companies runs between 16 end 18 per cent. Because of the less 
depreciable character of tfye average hydroelectric property, depre- 
ciatipn expense for a company having some hydro plants will usually 
constitute a lower per cent of gross plant. Tlie percentage of gross 
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revenues consumed for maintenance and depreciation, however, is 
often not greatly different from the same relatiq/ for a steam electric 
property. Wheiwit is remembered that the property investment of a 
hydroelectric plant may run twice as high in relation to revenues as 
that of a §team plant, it is apparent that the same percentage in 
relation to revenues may be but half as great for the former measured 
in relation to the Property account. 

The ratios ghren here should be regarded as suggestive rather than 
ideal; but, like other averaged data, they provide a starting point for 
the work of analysis. Where no reasonable explanation for variation® 
from the best practice in maintenance and depreciation standards is 
found, the reported earnings may be adjusted to allow for the dif- 
ference. The assumption is that a company unable to maintain its 
^orywty adequately is likely to be handicapped to that extent at 
some future time because excessive maintenance is almost certain to 
be reduced at some time, and although rates rftay also be reduced 
when that occurs, the company is likely to be favorably situated with 
respect to a Veil-kept property with obsolescence at a minimum. The 
investor remembers that rate reductions for utility services art? easier 
to achieve than rate advances. # 

External factors. The five external factors likely to be checked m 
connection with a utility-statement analysis should be mentioned 
before a summary is given of the points to be covered in such a study. 
These are: 

1. Franchises . These are the grants to the utility of the right to 
use public property for its purposes. The electric and telephone com- 
panies string their transmission lines down the public streets, and 
the gas and water companies bury their mains ujider the street. The 
electric railways lay their tracks on the public right-of-way. The 
two chief risks to the investor in a franchise are a limited life and a 
limited rate to be charged for service. Both features were regarded 
as essential for the protection of the community and the consumer in 
the earlier days before regulation had become well developed The 
periodic expiration of the franchise gave an opportunity to the 
grantor to drive a new bargain. SometiiAesj the occasion has been 
used to make unfair demands, and the utility with its investment 
permanently sunk in fixed property haSfbeen in a disadvantageous 
bargaining position. For this reason, the investor prefers a perpetual 
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franchise, or one w^rich is “indeterminate**; that is, good as long as 
the utility continues?* to fulfill its service obligations. Under such a 
franchise, a municipality may retain a right to purchase the property 
on some agreed basis. 

Similarly, the fixed fare was designed to protect the public against 
excessive rates. This amount was sometimes extremely generous to 
the utility and sometimes, after costs had gone up as a result of a 
rising price level, very inadequate. Nowadays, this unsatisfactory ar- 
rangement has been abandoned and commission regulation of rates 
is designed to keep them in alignment with costs and a fair return 
to capital. 

2. Regulation. The character of the regulation accorded utilities 
in a given jurisdiction is also of interest. Competent supervision may 
be helpful by preventing unwise financing, by insuring sov^d 
counting practice and full reports/ and by preventing competition. 
Regulation can, however, be oppressive in the matter of rate-making 
and in failing to allow adjustments to changing conditions The two 
pointsjikely to receive close attention are the commission’s attitude 
as to what constitutes a fair rate of return and its stand as to what 
is a proper basis of valuation, the latter especially if the price We! 
changes substantially. 

3. Price-level movements. The possible importance of changes in 
the level of prices lies in their effect upon operating costs and some- 
times upon possible changes in the valuation of the property in- 
vestment. 

4. Legislation , including taxation . Because of public interest in 
the utilities, legislation is not infrequent and may affect investment 
values. Taxation has been heavy. 

5. Government competition. With Federal government hydro- 
electric projects at Muscle Shoals, Hoover Dam, Coulee Dam, Bonne- 
ville Dam, and a number of other less important places, a source of 
potential competition that was formerly unimportant has been intro- 
duced. This power can be sold for distribution through existing pri- 
vate companies, but the Government may seek to compel a company 
buying power from thp Government to make rates that would be 
inadequate to cover colts and a reasonable return to existing capital, 
with the threat hf aiding in the erettion of municipal plants. Com- 
panies with low rates, such as the Southern California Edison, and 
doing business in a growing territory that wilt absorb the new power 
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supply, are most likely to adjust themselves ^tisfactorily to the 
new situation. Commonly, the Federal government favors municipal 
over private utilities in the sale of its power. 

Summary of statement analysis. In the study of utility state- 
ments, the following are likely to represent the chief points of in- 
terest: 

1. Capital structure proportions , which should (a) include sur- 
plus, and (b) give consideration to the probable valuation of the 
supporting operating property and to the character of any other as- 
sets, such as investments. 

2. Working capital position. 

3. ^ Coverage of charges, fixed and contingent. These figures should 
be read in the light of possible adjustments for excessive or inade- 
quate maintenance and depreciation. Furthermore, the possibility 
that no cash expenditures may be required for the depreciation allow- 
ance, at lea&t for a few years, should be kept m mind in judging the 
likelihood of default where fixed charge* are barely earned 'or not 
fully earned after the deduction of that expense. Some like to add 
margin of safety data to the coverage figures. Ordinarily, this datum 
is calculated as the percentage of gross revenues left as margin after 
interest charges and available for income taxes and stockholder re- 
turn. The wider this margin, the safer and more stable the position 
of the bondholder. 

4. Rate of earnings. Percentage earned on total investment, repre- 
sented by bonds and net worth, and the return on the common stock- 
holders' equity will both receive attention. If more than a minor 
amount of nonoperating investments are present, the earnings on 
these and upon the utility assets proper will be studied separately. 
Reported earnings may require some adjustment after the adequacy 
of the maintenance and depreciation has been checked. 

5. Stability of earnings . The territory served and the type of cus- 
tomer will help to explain stability. A large proportion of residential, 
or domestic, business is regarded as favoijibje, although diversifica- 
tion is necessary if a high load factor and economical operation are 
to be achieved. Because of their unfavorable position, transit proper- 
ties are looked upon as unsatisfactory as'compared with other types 
of utility business in recent years. Since 1930, manufactured gas com- 
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panies have fared H'ss satisfactorily tfoan electric and telephone util- 
ities. If two companies are alike in other respects, such as type of 
customer and territory, the one with a larger per cent of gross rev- 
enues left over for capital return will show the greater stability of 
earnings. The investment quality of common stocks is* sometimes 
tested by comparing the per cent of revenues remaining for the 
common after interest and preferred dividends The wider this 
margin, the more stable is the net for the common 'likely to be. 

6. Rates . Because a company witli low rates is in a stronger posi- 
tion to resist demands for reductions, the rates charged, especially 
those for the average domestic customer, are a matter of interest. 
Factors which help to explain rate levels, such as unit operating 
costs, property turnover, and load and diversity factors, will be 
studied here. 

7. Growth possibilities. Opportunities for profitable expansion 
may make a company’s common stock more attractive because earn- 
ings can be retained advantageously, or rights to sub^'wibe to new* 
stock that will be attractive may be given. Such stock offers the 
holders the advantage of building up an investment at a* hat amounts 
to a high rate of compound interest — 7 per cent or better. If, however, 
the common stockholder is unable to exercise his subscription rights 
and they have little market value, he may profit nothing from growth. 
It is even possible in such ciicumstances that he may suffer if the 
additional common stock is sold for less than book value so that his 
investment per share is diluted. This is particularly true when the re- 
tained earnings are insufficient to offset such dilution. 

Profitable growth may result from either increasing population 
or a rising per capita consumption. Customary studies of the terri- 
tory served and patronage development, in the form of per capita 
and per customer consumption and the number of customers in rela- 
tion to population, are designed to uncover potentialities, although 
the actual previous trend of business is often one of the simplest and 
best measures of a given company’s opportunities and ability to 
exploit a given market. 

In outlining a parti|uiar study, the analyst will adapt the fore- 
going to the need for information in the particular case, the limita- 
tions in the way of available daia, and the amount of effort that 
can be economically expended. • 


r 



CHAPTER XV 


Mercantile and Manufacturing Corporations 

Scope of the chapter. Much of what was said in the discussion 
of statements in general in Part I, particularly Chapters IV to XI, 
inclusive, is applicable chiefly to the mercantile and manufacturing 
t^oe^Xhe tendency to speak of the characteristics of this group 
when speaking generally is due to the wide discussion of statement 
analysis in banking and mercantile circles, where the mercantile and 
manufacturing concerns are of greatest interest and so have had the 
most written about them. Accounting literature very generally 
stresses these types of business, giving distinctly less attention to the 
public service and financial types of corporation. # 

This chapter, then, should be regarded as supplementing the pre- 
vious general discussion with illustrative material to emphasize some 
of the special characteristics of “industrial” financial statements and 
the problems connected with them. 

Mercantile and manufacturing characteristics. The characteris- 
tics that chiefly distinguish these two groups of businesses from the 
public service corporations are: 

1. Direct competition. Much of the competition of steam rail- 

roads and generally all of that of the utilities is of the indirect sort; 
that is, the competition of substitutes. The result of direct competi- 
tion is to make a business more likely to fail and go the way of 
liquidation. Profit variations are wider and more difficult to forecast 
where there is direct competition. Th^ need in this field for con- 
sidering the factors external to the busings that are likely to make 
for survival requires more attention. \ 

2. Regulation. The close regulation accorded tfye public service 
companies lias ordinarily been absent from competitive business. 
Such regulation as doep occur may arise (a) from the special nature 
of the business, as in the case of the milk business, which involves 
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public health; (l>) f: rom some regulated activity, such as selling secu- 
rities to the public; or (c) from emergency conditions, such as pre- 
vail during a war period. 

3. Character of assets. Whereas the assets of the public service 
corporation are largely fixed, those of manufacturing tend to average 
about’ half current and half fixed, and those of merchandising will 
be predominantly current if the store locations are leased, and made 
up of more nearly like amounts of fixed and current assets where 
locations are owned. 

4. (\ijrital turnover and operating ratio. Wide variations exist 
among different types, but manufacturing concerns as a group show 
lower investment in relation to annual <=a!es than do public service 
corporations, and merchandising establishments a low^r nmonr- 
tionate investment than does either. Higher operating ratios con- 
sequently still permit a fair return Successful manufacturers are 
likely to show’ an operating ratio of between 85 and 90 per cent and 
over, and merchants 90 per cent and over. Exceptions may be readily 
fourfd, however. Meat packing, which would be classed in the manu- 
facturing group, has a very high capital turnover, and with an oper- 
ating ratio as high as 95 per cent, will show a very satisfactory re- 
turn. 

An untried promotion. The relatively secondary value of state- 
ments in disclosing investment profit possibilities is clearest in the 
ease of the untried promotion just brought to the point of operation. 
The balance sheet of the Jennings Machine Company illustrates this 
type of situation. This company owned a newly patented device that 
had been thoroughly studied and was backed by a group of men of 
moderate means who wished to see the project capitalized at a 
modest figure. The patents were acquired for common stock. By sell- 
ing among persons in the vicinity of their ^lant, they were able to 
dispose of their stock on an unusually favorable basis. Aside from 
the common shares issued to the promoter-capitalist and the inventor, 
all the stock wa*? sold on * cash basis. Instead of a bonus of common 
stock with the purchase of a preferred share, the investor was given 
“the privilege of purchasing p limited amount of common with his 
preferred.” That the business is barely out of the promotion stage is 
evident from the balance sheet. 

To those familiar with the statements of manufacturing enterprises 
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in the promotion stage that are planning to develop an unknown de- 
vice, this balance sheet is not unusually poor. There is working cap- 
ital present, and the mortgage is adequately protected. The position 
of the preferred stock is unsatisfactory in that it is supported to a 
great extent by intangibles and items that cannot be realized on. 

JENNINGS MACHINE COMPANY 
December 31, 1951 


Assets 

Current Assets: 

Cash S 18,500.57 

Accounts Receivable 1,601.04 

Materials Inventory 2.549 23 

$ 22,650.84 

Land and Buildings 12.782 40 

Machinery and Equipment ’ — 57,596.90 

Deferred Exjjense 708.84 

Patent Rights 65,149.00 

Development Expense 96.750.57 

Profit and Loss Deficit 24,758.27 * 

Total ' . $280,396.82 

■„ . ■ ■ - - =r& 

Liabilities and Capital 

Current Liabilities: 

Accounts Payable $ 3,767.42 

Accrued Expenses 2 000 40 

Total $ 5,767.82 

Mortgage Payable 12,500.00 

Preferred Stock . ... 200,570.00 

Common Stock (21,606 shares, no par. value) — 61,559.00 

Total * ... 8280.396.82 


The concern- is dependent upon the success of its device. Tf the device 
is practical and sufficiently protected by the patents, it is possible 
for the corporation to succeed. An analysis of this aspect is of first 
importance, and the balance sheet secondary, though helpful. 

The last three assets are intangible, and, a balance sheet based on 


tangibles would show: 


' [ 


Current Assets 

... 822,651 

Current Debp 

. . . $ 5,768 

Plant & Equipment 

, . . 70379 

Mortgage Payable — 

. . . 12,500 

Deferred Expense 

709 

Net Worth 

. . . 75,471 


• $93,739 


893.739 
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The profit and loss deficit is a warning signal pointing to the likeli- 
hood of the modest working capital being shortly exhausted unless 
new financial life is injected into the business by the arrival of 
hoped-for profits. 

New corporation in distress. A case similar in type but repre- 
senting a manufacturer in production is that of a company that may 
be called the Goldcord Tire Company. This company built a plant 
and started operations in 1919 — a most unfortunate time, coming as 
it did in a year of high costs and just before the crash of 1920. The 
comparative balance sheet (given in round figures for the sake of 
simplicity in reading) indicates the serious trouble met with by this 
company. , 

GOLDCORD TIRE COMPANY 

Comparative ‘Balance Sheet 
• As of December 31 


Assets and Deficit *1920 1921 

Current. Assets: 9 

C*h $ 2,000 $ 2,600 

Liberty Bonds 130,000 105.000 

Stock Subscriptions 37,000 16,000 

Customers’ Receivables 159.000 170.000 


Total Cash Assets $ 328,000 $ 293,000 

Finished Goods 126,000 123,000 

Goods-m-Proeess 45,000 36,000 

Raw Materials 210,000 99,000 

Advances on Material Conti acts 125.000 26,000 

Total Current Assets . . $ 834,000 $ 577,000 

Land and Building 391,000 392,000 

Machine) y and Equipment #277,000 300,000 

Prepaid Expenses 57,000 38,000 

Intangible Items* 1,780,000 1,857,000 

Profit and Loss Deficit 123,000 266,000 

Total $3462.000 $3,430,000 


Liabilities and Capital Stock 
Current Debt: * 

Notes Payable $ 368,000 $ 334,000 

Accounts Payable I ^ 94^000 96,000 

Total Current Deljt iT 462^00 $ 430.000 

Preferred Sto*k 1,500,000 1,500,000 

Common Stock . » 1 ,500,000 1,500,000 

Total $3.462 000 $3,430,000 
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The statement of the Goldcord Tire Company revealed a lack of 
working capital and a need for an addition to replenish it. The state- 
ment of income, profit, and loss for the period did not lend assurance 
of any immediate improvement. 


GOLDCORD TIRE COMPANY 


Condensed Statement of Income Profit and 
For the Year Ended December 31, 1921 

Loss 


Pei Cent 

Sales (net) 

$608 000 

100 0 

Cost of Goods Sold 

556000 

91 4 


Gross Profit $ 52 000 8 6 

Operating Expense^ 


Selling 


$120 000 



Auuiiutttffative 

• 

52 000 

172 000 

28 3 

Net Loss on Trading 


C 

$120 000 

19 7 

Other Income 



11 000 

1 8 

Total 



$109000 

17 9 

Interest Expense 



34 000 

56 

Net Loss for the Year 



$14 5 000 

25 5 


The fact that the goods were fabricated, while prices weie falling 
from material that had been to a great extent contracted foi some 
time m advance would explain much of the high cost of good* sold 
and the low profit margin Moie discouraging fiom the long-iun 
point of view is the small volume ol business in companion with the 
amount invested The imeiitory tuino\er is also vuy low Consider- 
ing the unfavorable times and the lack ol a satisfactory record, the 
company was relatively fortunate in acquiring the necessary funds 
through an issue of 8 pci cent bonds to tund cuncnMcbt Latei, the 
condition of the company failing to improve a reoigamzation was 
forced by bondholders and othei creditors, operations finally dis- 
continued, and the business liquidated 
The established business. In contrast with such unproved enter- 
prises is the established concern with a Kv, cul that shows little change 
m the character of its properties or operaf^ns fiom year to year 
Here statements shed a maximum of light on t|ie possibilities The 
less that change is likely to take plate, the mole likejy is the past 
to mirror the futuie Sometimes this static condition is concealed 
during a period of price level change by a fictitious appeal ance of 
growth that is only an adjustment to a higher level of puces On 
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the other hand, a company that has«had little change in its record 
may subsequently change from a static to a growth company. 

The problem often arises of adjusting the reported per share fig- 
ures of both static and growth company for changes m the capital 
structure The simplest adjustment arises where the common stock 
is divided into a greater number of shares as the result of either 
stock dividends or a stock split-up Frequently, an adjustment for 
such d change is made in such items as earnings, dividends, and book 
value per share in the figures compiled bv investment services and 
sometimes by the corporation in its annual report Otheiwise the 
reader must be prepared to make hi* own adjustment in order to 
obtain a series ol comparable figures that will extend tack smoothly 
from the present into the past The contrast between actual*&nd ad- 

* j 

justed figures may be illustrated* * 


Reported figures per >hare 



1944 

1945 

1946 

1947* 

1948 

* 1949t 

1950 

Book * \ line 

S100 

108 

120 

65 

67 

35 

38 

Earned 

$1000 

12 00 

16 00 

7 50 

450 

300 

450 

Du idends 

$ 3 00 

400 

400 

250 

2 50 

150 

150 

* Stock dmdtTiil of 

100 per cent 

t Stock split 

two shares for 

one 



Adjusted figures 



1944 

1945 

1946 

1947 

1948 

1949 

1950 

Book Value 

$25 00 

27 00 

30 00 

32 50 

33 50 

35 00 

40 00 

E irned 

S 2 50 

300 

4 00 

3 75 

225 

300 

450 

I)iv idends 

$ 75 

100 

100 

125 

125 

150 

150 

Retained Gainings 

$ 175 

200 

300 

2 50 

100 

150 

300 


The two sets of figures tell the same story but the adjusted figures 
make it much easioi to tiace back the growth in terms of the present 
shares It is also easy to note any differences between the book value 
growth and the retained earnings that should receive the attention 
of the analyst In this case, book value rose $5 00 per *hare m 1950, 
although only $3 00 of eainings^jvere retained The excess arose from 
the sale of shares at a figuie considerably m exces* of book value so 
that the average value»w&£ increased by an additional $2 00. 

Had any stock split} occurred in the middle oi a year, dividends 
m the early parfrof the yeai before the division would have had to 
be adjusted before adding it to dividends paid after the division. 
Earnings and book values, however, are calculations based upon 
shares outstanding at the end of the year. 
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Sometimes the analyst find£ it useful to adjust past earnings for 
other capital structure changes in order to bring out their effect upon 
common stock earnings. A corporation may, for example, have retired 
bonds or preferred stock. If this retirement has been effected out of 
retained earnings, the common stock will benefit in the future from 
the saving in charges. This savings, less any increased income taxes 
in the case of bond interest saving, may be added back to the com- 
mon earnings previously reported to measure the earning power 
giving effect to the debt reduction. Or refinancing or reorganization 
may recast the capital structure without altering the properties 
greatly. Available earnings might be greatly reduced, however, if 
stocks were substituted on a large scale for bonds. With income taxes 
Stiver cent level, half of the interest reduction would flow r into 
the tax collector’s hands. The 'adjusted figures would ^permit the 
analyst to study the past earnings as they wbuld be distributed 
among the new securities in the capital structure 

The American Agricultural Chemical Company offers an example 
of an established business in which large capital structure changes 
occurred, the effect of which might be studied by adjusted figuifs. 
The changes were accompanied by unusual write-downs of the fixed 
assets, so that the annual allowances for depreciation and depletion 
shrank greatly. In 1921 a heavy funded debt, amounting to $36,616,- 
000, was present. By reducing woikmg capital, by using all available 
earnings over interest, and by using the -ums provided by deprecia- 
tion and depletion allowances for dibt reduction rather than re- 
placements, this debt was completely retired m the following ten 
years The properties remained substantially unchanged save for a 
small railroad, the Charlotte Harbor and Northern Railway, which 
was sold in 1928 to the Scaboaid Air Line Radway ior about $5,000,- 
000 . 

Besides the bonds the capitalization consisted of $28,455,000 of 
6 per cent cumulative preferred and $33,322,000 common stock. The 
former issue had an unbroken dividefwL. record from 1899 down to 
April 15, 1921, after which no dividends \vece paid. As a result of 
the large accumulation of back dividends onjthe preferred and the 
irregularity of earnings, a recapitalization plan was proposed and 
made operative January 2, 1931. Under tliis plan, the preferred was 
exchanged share for share for the common stock of a new corpora- 
tion organized in Delaware under the same name. The conpnon stock- 
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holders received o^e share of this <iew stock for each ten shares of 
their issue. In the new organization, the former preferred held over 
89 per cent, and the former common over 10 per cent, of the new 


stock. 

Years 

Available 

for 

Per Share 

Per Share of New 
Common Adjusted for 
Capital 

Capital Structure 

Ending 

Interest* 

Old 

Structure 

and 

June SO 

( Thousands ) 

Preferred 

Only 

Depreciation 

1922 

$1452 

%3.05d 

$ 6.23 

$ 9.85 

1923 ... 

3,031 

1.76 

13.00 

16 91 

1924 . . . 

2,553 

.40 

10.95 

14.96 

1925 ... . 

4.387 

7 19 

18 

21.00 

1926 . . . 

3.075 

3 59 

13.19 

15.28 

1927 ... . 

... . SOM 

* 0.7 ad 

1 C)ltl 


1928 

3,520 

7 86 

15 09 

17.33 

1929 

* . 1.504 

2 47 

6 45 

8 78 

1930 . . 

2,229 

5 30 

9 56 , 

1161 

1931 

210d 


Jftod * 

.00 d 

1932 

J,lS<h1 


o Wd 

5 06d 

1933 

fiOSrl 


2.1M 

£ASd 

1934 

977 


4 19 

4 19 


* No interest after 1932 
d - Deficit. 


If the hopes for the new stock had been measured in terms of the 
old preferred, for winch it roughly stood, the per-share earnings for 
that stock would have appeared as shown in the accompanying table. 
But this comparison ignores the sums formerly spent for interest, 
which under the new capital structure would be available for divi- 
dends, because the last bonds were retired m 1931. Consequently, 
earnings adjusted to the new capital structure should not be the 
earnings available for the former preferred stock, but the net income 
before interest and dividends. The divisor for these net income fig- 
ures, consisting of the number of common shares outstanding, was 
reduced in the spring <y ,934, from 315,661 to 233,206 shares by the 
repurchase of stock by tkc Company ai$35 per share. As this amount 
was less than the netrufreni assets per share, the asset position of the 
remaining stock waf improved. The productive assets being undi- 
mimshed, the -earning power per share was correspondingly increased. 
The removal of “weakly held 7 ’ stock from the floating speculative 
supply presumably improved the technical market position. 

A further adjustment of earnings is also desirable. In the fiscal 
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year ending June 30, 1923, the book value of the fixed operating 
assets, consisting of plant and equipment and phosphate rock mines, 
was reduced from $48,764,000 to $41,005,000; in 1930, another write- 
down from $30,791,000 to $7,899,000 was made. After the first write- 
off, the annual allowance for depreciation and depletion fell from 
about $1,500,000 to $1,100,000; following the second, to $685,000 in 
1931, after which the figure declined yearly until it was only $532,000 
in 1934. Inasmuch as this annual charge depends upon the book 
value, subsequent earnings reports should show this expense at the 
reduced figure, and if past earnings are to be made comparable to 
this situation, they must be increased to appear as they would have 
been reported had the latest depreciation and depletion practice been 
in effec t fe*n. To make this adjustment, an annual allowance of 
$600,000 was assumed, and for thd years prior to 1932 any excess 
over that figure was added to the reported earnirfgs. 

The earnings adjusted for changes both in capital structure and 
in depreciation policy are shown in the last column. In order to show 
the relative importance of the latter adjustment, the per-share earn- 
ings for the finally outstanding common are given in the next to th^ 
last column as tney would have appeared if adjusted only for changed 
capital structure. The significance of these adjustments can be appre- 
ciated from the fact that the average earned per share for the old 
preferred stock for the years 1922-1930 was $1.98; for the new com- 
mon during the same years, it would appear as $10.20, making allow- 
ance for the changed capital structure, and as $12.91 if a further 
adjustment were made for depreciation and depletion reduction. 

This adjustment of earnings increased the showing most in the 
earlier years, with the result that the new figures 'bhow a marked 
downward trend. The fact that income in the period under review 
depended largely upon the purchasing power of the fanners raising 
cotton, the price of which suffered during this period, explains the 
movement. A graphic comparison of cotton prices in the fall months 
when the crop was being sold and the cdftmngs for the fiscal years 
ending the following June 30th showed a hi&h correlation. Such an 
adjusted record will be subject to the same limitations as any record 
of past performance, but it will speak a clearer language. At the end 
of this period, this chemical company was already moving into other 
lines than fertilizer, which would alter the character of the company 
and its growth potential. One factor that would have had to receive 
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greatly increased consideration if the ^construction were being made 
in a later period woulft be the increased importance of income taxes, 
which would have swallowed a substantial part of the interest 
savings. 

Growing concerns. Concerns that are in the growth period present 
more difficulties than does the established business, because of chang- 
ing proportions. It is often hard to judge what the man will be from a 
study of the growing boy, but tendencies are frequently revealing. 
Expansion may come from merger with other existing concerns or 
from within. In the former case, the combined earnings of the pred- 
ecessor units are studied m relation to the capital securities of the 
consolidation Generally, economies arc promised by the promoters, 
but they may prove illusory A period of adjustment is ofte^neces- 
sary to bring the parts into harmonious working order. 

In discussing the influence of changing capital structure upon anal- 
v*ks, mention should be made of potential changes which may fol- 
low from the existence of convertible bonds or options to purchase 
commoli stock of a company. Such privilege^ are usually exercised 
by their holders when, and if, the common stock develop* increased 
profits and dividends, and so they may act as a potential source of 
‘‘dilution," threatening to spread the golden flood over an increased 
number of shares if it does arrive. If the exercise of these privileges 
will make any substantial alteration m the capital structure, a study 
of the possible change is a necessary part of the analyst of the 
common stock’s possibilities.’ 

But the problem of studying an expanding busines* go< s deeper 
than making adjustments to render year-to-year figures comparable. 
The question is one \>f judging what fruit the growth is likely to bear 
Study of the increasing assets and their earnings productivity is help- 
ful, especially when new types of assets such as real estate or outside 
investments are appearing. Trends in those relationships that bear 
upon earning power and efficiency should be most helpful when the 
corporate health is being estimated preparatory to an analysis of 
the position of specific securities. In a study of t he common stock, 
the ideas suggested in tlje American Agricultural Chemical Company 
• 

1 For a discussion of the method of measuring the dilution for this type of 
situation, see H. G. Guthmann, “Measuring the Dilution Effect of Convertible 
Securities,” The Journal oj Business oj the Univcnfty a} Chicago, Vol. XI, 
pp. 44-50 (January, 1938). 
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illustration may be helpful. Ohe reason for such study being more 
useful for industrial than for public service corporations is that 
growth possibilities in the former field are usually correlated with 
profit possibilities, and much asset expansion can be, and is, financed 
from retained earnings — a situation that is less possible in the latter 
field, where earnings are limited. Industrials also characteristically 
change their capital structures by using some part of their earnings 
to reduce any bonds and preferred stocks. 

This distinction between company growth and growth that profits 
the individual stockholder is extremely important to the analyst. If 
corporate growth is financed by a proportionate increase in the out- 
standing common stock, the share of the individual stockholder may 
j^pprec^te but little or not at all. Some advantage may lie in an 
opportunity to invest advantageously in the new shares by exer- 
cising subscription rights. On the other hand, if the growth is financed 
by the reinvestment of earnings and the latter earn a high rate of 
return, the shares of stuck may appreciate considerably. 

Possibilities of difference are suggested by contrasting the growth 
and per share book value (adjusted for any stock split-ups or stock 
dividends) dining a decade of rapid expansion for a few illustrative 
companies shown m the table below. Allowance must be made for the 
effects of price inflation. The two utilities, American Telephone and 
Telegraph Company and Pacific Gas and Electric Company, grew 
vigorously both a^ to sales and assets but financed chiefly by new se- 
curity issue*- t hat left the investment of the individual stockholder 
changed but little. The latter company’s book value per share actually 
shrank by $2 57 per ‘-hare in 1949 when a plant write-down was made 
at the instance of the regulatory commission. This amount explains 
the larger part of the shrinkage in book value for the whole decade. It 
indicated that the dilution in value resulting from stock sold at less 
than book value per share was however, not wholly counterbalanced 
by the retained earnings for the period. The stockholder did, how- 
ever, earn a satisfactory dividend ret mV, which could have been re- 
invested in the new shares to whatever tent his income survived 
his personal income taxes. - 

The remaining figures illustrate the higher rate of veturn and policy 
of substantial earnings retention of many successful industrial cor- 
porations. An unusually high proportion of earnings was retained by 
some concerns because the speculative nature of the business made 
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other financing undesirable and by others because it seemed the only 
desirable method of paying for the inflationary growth of inventories 
and plant replacements. Much of the increase in book value was 
needed to offset the effects of price inflation as reflected in the whole- 
sale commodity price index shown at the end of the table. 


SOME ILLUSTRATIVE GROWTH STATISTICS OF SELECTED 
CORPORATIONS, 1940-1950 

(Sales and Common Stock Equity in Millions of Dollars) 


Company / Dollar Growth * Percentage Growth 

Common Book Value Corn- 

Sales Equity per share mon Book 


American Telephone k 

1940 

1 950 

1940 

1950 

1940 

1950 %k?les 

Equity Value 

Telegraph * 

1,1 7 i 

3,262 

2,499 

4,073 

134 

136 

178 

*'63 


Pacific Gas & Electric. 

110 

167 

219’ 

316 

34 95 

31.74 

52 

44 

--9 

United States 'Steel 

.1,146 

2,947 

961 b 1,655 

48.51*> 

63.38 

157 

72 

31 

Inland Steel 

142 

459 

105 

206 

21.17 

40.90 

223 

96 

93 

General Kledric . 

524 

1,960 

309 

703 

10.69 

24.53 

274 

128 

129 

West*nffhou^e Electric . 

195 

1,020 

191 

479 

18 42 

33 72 


151 

83 

McGraw Electric 

8 3 

80 3 

4 2 

30 9 

9 09 

36 58 

867 

636 

302 


Wholesale price index (USBLS) . 1940— 78. f». 1950—161 5, increase 105%. 

* Consolidated figures 

b $270 million written off in 1935 fm obsolescence but restored to suipluB after World 
War II is added in to 1940 common equity to give corapnrable figures. 


Even a casual examination of the financial statements from which 
the data in this table were compiled indicates that a year by year 
study of growth in book value and in earnings per share is needed to 
answer fully the question as to whether the growing company is pro- 
viding growing values for its stockholders. The approach was illu- 
strated in Chapter VIII. Comparison of retained earnings and book 
value growth per snare will reveal other influences than the former 
affecting the latter. Such factors as sales and repurchase of shares, 
mergers, and surplus changes that are not a part of reported earn- 
ings may change book value and possible earning power. 

Just as large earnings of ion mjike possible the expansion of a busi- 
ness that meets a new ecop^tuic need, the ensuing growth financed 
by those earnings is li^eljp io reduce the high rate to an ordinary 
rate of return as the fic^d of operation is extended to include less and 
less attractive business. An example of diminishing returns, which 
also serves as an illustrative study of major financial tendencies suit- 
able as background for security analysis, is found in the chain store 
figures on page 434 for the years 1920-1929. (Note how extreme 
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cyclical fluctuations in business after 1929 made difficult the study 
and interpretation hi data for the ensuing decade ) 

The percentages of earnings to net tangible investment showed a 
persistent downward trend after the initial recovery from the crash 
of 1920, although the rate of return remained at a generous figure 
at the end of the period With a high return being earned, expansion 
was a natural consequence and the substantial amounts actually re- 
tained an. shown in the table The proportion retained diminished 
as the “marginal” investment possibilities appeared less fertile In 
the ca^ of the vanety chain stores, the reason for the dec lining re- 
turn did not appeal in either the net earnings maigm or the merchan- 
dise turno\ei both of which were without any marked trend The 
falling capital turnover, resulting from a growing fixed aw sc i invest- 
ment unaccompanied uv any inmease in the net earnings margin, 
proved to be the "unfavorable element In the ca*e of the grocery 
chain Moics the ma]or factor decreasing the earnings productivity 
of the investment was the dec lining margin of rut carnmgs although 
investment turnover fell mint what m the last two >cars *• 

In the prosperous years 1950 and 1951 both grocery and varietv 
chain stores showed smaller net profit m irgins and return on in- 
vented capital as seen m the following figure* 1 

(Pc Heritage s) 



Ve 

F ofit 

on Sale* 

R( turn 

on l n fslt d Ca 

pital 


1928 

1929 

1950 1951 

1928 

1929 

1950 

1951 

Grocer} Chuns 

28 

26 

17 11 

175 

17 4 

173 

11 7 

V uioty Chains 

10 2 

9 0 

48 3 7 

19 i 

168 

133 

10 8 


Although the later figures are for a much larger number of com- 
panies, they are^probablv reasonably comparable An interesting 
study might seek to weigh the possible weight of ■mch chief factors 


-TIh^c tendencies m more eppuent in the (hints showing the dita for the. 
individual companies Hany l* Guthmum and Kenneth F Miller Some 
Financial Tendencies AnoCg Leading Vauetv ind Co )cu\ Chuns Dunng the 
P*st Decide Harvard lh* im* rttiuw J imuiv 1931 pp 248-254 Dcta on 
} >i ofit tiends nny bo tiaud lor vanous mdiisirics in the Nation il ( \t\ Binh of 
New \ork Monthly Bufieti > ( \ , i i 1 issues) for inch v idu \1 m\|oi coipoiitions 
see Moody $ Manual of Jnvi v tnu nls 

1 Dati for 195Q ind compiled by Nqtlonil Citv Bmk or New \ork 
Monthly Bulletin, Apnl 195? p 40 Figures uc not onh foi i large i number 
of companies but retina on invested enpitil is lctuin on net vvoith icthei than 
bonds plus net worth The custo* rrv absence ol boiftls in these two fields mean® 
the two figures are substantial!} compirablt 
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as the rising burden of Federal income taxes, increasing competition 
and diminishing returns, and possibly changes in merchandising 
techniques. 

Studying financial ill health. Inasmuch as corporation statements 
representing infancy, growing youth, and established middle age 
have been examined, a consideration of failing health or old age 
would seem to follow naturally at this point. The human analogy 
should not be pursued too closely, however. Business death is not 
inevitable. The longer a business survives, the more it is regarded 
as likely to continue. The essentials are (a) to avoid financial obli- 
; ons that may precipitate technical insolvency, (b) to continue 
eet an “economic” need, and (c) to replenish personnel Some- 
** * s only the first test is made when the label of “unsuccessful” is 
applied to companies Inability to meet maturing obligations to 
creditors is a serious matter, and much of the value of statements 
is the aid they give in detecting signs of its approach But many 
concerns are unsuccessful in the broad sense of the word because 
they are able to make only trifling profits or may even lose money for 
a considerable period without becoming insolvent. The two distinct 
problems should be kept in mind in analysis work. 

With respect to the matter of solvency, little need be added to 
what has alread 3 r been said in earlier chapters except that sometimes 
too great concern is shown over the use of bank credit. Although 
short-term bank loans do constitute a hazard if untoward conditions 
arise, their advantages as a source of relatively cheap funds should 
be remembered. A large corporation that can sell stock readily may 
prefer to avoid even moderate hazard Concerns of small or moderate 
size are often unable to obtain funds advantageously elsewhere. 

Some unsuccessful companies possessed of sufficient liquid re- 
sources have been able to avoid insolvency and receivership. The 
American Woolen Company during the prosperous years of 1924- 
1929, inclusive, was able to show only deficits in most years. Yet 
because a substantial part of the deficits came after the deduction 
of the annual depreciation allowance of a^ouj; $2,000,000, and be- 
cause the original working capital was strong, no insolvency followed 
even when the depression set in The record of*net profits (after de- 
preciation) and working capital during the following difficult decade 
as shown in the accompanying table is of interest. The falling price 
level between 1929 and 1932 made it possible to continue operationa 
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with fewer dollars of working capitaLwithout creating any financial 
problem In fact, sAne dividend Was paid on the preferred stock in 
every year following a year showing a profit The influence of fluc- 
tuating woolen prices upon earnings is readily apparent. 

AMERICAN WOOLEN COMPANY 
Earnings and Working Capital 1930-1940 


(ThousaDds of Dolhrs) 



Net 

Working 


Net 

Working 

Year 

Profit 1 , 

Capital 

Year 

Profit* 

Capital 

1930 

4,898d 

52 392 

1936 

1930 

37,202 

1931 

£,887d 

40,769 

1937 

lj85*>d 

33764 

1932 

7, IS id 

32 231 

1938 

4*Ud 

30 222 

1933 

7 219 

39 841 

1939 

2 312 > 

32 740 

1934 

1935 

d — deficit 

S 45Sd 

2,741. 

35,052 

37,938 

1940 

3154 

34,635 


In«btudymg the record of failed or insolvent coiporations, a reader 
might easily attribute the trouble to operating weaknesses without 
sufficient emphasis on the wanking capital position If one confined 
attention solely to the earnings statements, the receivership of the 
Studebaker Corpoiatinn, which occuned on March 18, 1933, might 
be attributed to the “failuie tendencies revealed by an analysis of 
the earnings ” Similar “failure tendencies” might have been discov- 
ered m oilier companies equally well, as is shown by comparing 
its earnings and net worth w’llh those ut Packaid Motor Car Com- 
pany. Actually the sales of the latter company fell more than those 
of the former, doubtless because of a higher aveiage pi ice per car, 
and its profits reached the deficit stage a year eailier However, the 
loss of working capital by Packard was not sufficient to bring about 
technical insolvency, that is, inability to meet maturing obligations. 



7 anqibU 

Wet Woth 

Net Profit 

Year 

Studebakt r 

Packard 

Studebaker 

Packard 

1928* 

% 9 ,177 

$60,472 

$13 947 

$21,885 

1929* 

100,613 

65,584 

11346 

25,183 

1930 

♦ 91,430 

64,877 

1,000 

9,034 

1931 

84 479 

55 223 

448 

8,903d 

1932 

76,633 

48,398 

8,355d 



* Yem ended August 31 for Packard. 
d = Deficit 
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The Studebaker receivership ^grew chiefly out of legal entangle- 
ments arising in connection with a proposed merger with White 
Motor Company, although the severe contraction in working capital 
caused by the depression played a part. Although the Studebaker 
Corporation "had acquired 95 per cent of the outstanding stock of 
the White Motor Company, a small dissenting minority blocked the 
actual merger of assets. This prevented the former company from 
applying the large liquid resources of the latter company to meet 
its own pressing obligations, while further borrowing from the banks 
was restricted by the rigid provisions under which approximately 
$15,000,000 of the 6 per cent notes were issued These notes had been 
issued, and used, together with cash and stock, to acquire the White 
Motor stocle. " 

The situation was a difficult legal one bringing on insolvency, 
which probably would not have occurred otherwise, in spite of poor 
earnings. Working capital was reasonably good in 1929. The current 
ratio was even higher than for Packard, although the position of 
the latter was actually somewhat stronger because of a highei 'pro- 
portion of cash and marketable securities ' ♦ 

Importance of current external conditions. When one is inclined 
to give too little attention to surrounding circumstances, such cases 
as the following should be brought to mind. The statement of the A r 
Company was quite satisfactory. The earnings were good, a little 
over 11 per cent on the common stock and over 7 per cent on total 
net worth. They were representative of previous performance 

It is only when it is learned that the X Company was a brewery 
that our optimifem is changed. After receiving this piece of informa- 
tion, one is not astonished to learn that, shortly 'after the date of 
this balance sheet (June 30, 1919), the company suffered a severe 
change in its fortunes. Although such a company might conceivably 
adjust itself to prohibition, the fact that, at the time this statement 
was issued, it faced these trials made a vital difference in the inter- 
pretation of the report. 

In addition to obtaining the story of solvency and operating suc- 
cess or of failure told in the financial statements, the reader, then, 
will give due weight in the study of mercantile and manufacturing 
concerns to such externals as fa) changing price level, (b) cyclical 
changes in general business, (c) labor conditions, and (d) political 
factors. Under the last heading of political factors, special attention 
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must be devoted to changing FederaJ income tax rates. They have 
risen to become a dominant factor in the interpretation of reported 
earnings. As the outlook for future tax rates changes, the significance 
of past earnings is altered. 

X COMPANY 


As of June 30, 1919 


Assets 


Liabilities 


Cash 

$ 614,000 

Bills and Accounts Pay- 


Accounts Receivable 

172,000 

able 

$ 91,000 

Inventories 

718,000 

Accrued Expenses 

106,000 

Bills Receivable, Bonds, 


Tax Reserves, etc 

425,000 

and Mortgages 

5,062 000 

Bonded Debt 

5,319,000 

Sinking Fund 

574 000 

Preferred Stock 

6,100,000 

Plant and Equipment 

16,719 000 

Common Stock 

” 5,962,000 

• 


Surplus 

5,856,000 

• 

$23 859,000 


$23,859,000 


X COMPANY 

Condensed Inctime Statement 
Foi the Yeai Ended June 30, 1919 


Total Net Income 


81,660,000 

Fixed Charges 


319000 

Balance 


$1,331,000 

Preferred Dividends 

$427,000 


Common Di\ ldonds 

238,000 

665,000 

Net Surplus 


8 666.000 



CHAPTER XVI 
Mining Statements 

Mining ventures. A mine is a distinctive type of enterprise, be- 
cause its life is limited by the amount of mineral content. The oper- 
ating income therefore, must, in addition to yielding a satisfactory 
return or/’the capital invested, provide a sum sufficient during the 
life of the enterprise to return the investment sunk in it. The result 
is that analysis and valuation of mining statements are different 
from analysis and valuation for the ordinary business, where income 
provides for the repair and replacement of parts of the property, 
and the whole is regarded as having an indefinitely long life. Some 
exceptional corporations operating in this field, notably some cTf the 
coal and petroleum companies, have been able to defer the day v>f 
extinction by replacing old properties with new. 

The circumstances surrounding mining are so peculiar and outside 
the ordinary course of business that common knowledge is very un- 
trustworthy; it pictures only the extremes — spectacular fortunes, 
on the one hand, and on the other, a multitude of stock losses by the 
less fortunate, who are in the great majority. This view is a very 
unfair picture of one of the great divisions of American business. 

In recent years mineral production has fluctuated from $6,981,- 
000,000 in 1920, a yeai of very high prices, to a depression low of 
$2,462,000,000 in 1932. In 1940, the figure had recovered to $5,613,- 
900,000 and in 1949 it stood at $10,554,000,000. 1 Some 917,000 work- 
ers were employed directly in the extraction of minerals. The major 
division is fuels, of which the chief are: petroleum, bituminous coal, 
natural gas, and Pennsylvania anthracite* These constituted 43, 20, 
3, and 3 per cent, respectively, of the grand total in 1949. The other 
nomnetallic minerals, of which cement, stone, sand and gravel, and 

1 U. 8. Department of Jnterior, Bureau of Mines, Minerals Yearbook, 1940, 
1949. A change in the basis for reporting appears to , lower the 1949 figure by 
approximately 23 per cent as compared with data for whe earlier y^ears. 
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sulphur are most important, were 15 jier cent of the total in the same 
year The metallic grftup amounted to 11 per cent and m the order 
of their importance (1938) were iron ore, copper, zinc, lead, and gold. 

Voskuil has aptly indicated the strategic importance of three 
minerals to our present economic society, in his statement* that “coal, 
the reducer and energizer, iron the hamesser, and copper the con- 
ductor of electrical energy, by combining and co-ordinating their 
peculiar properties, lay the foundations of human control of the 
forces of nature m a truly remarkable way ” 2 * With the rise of the 
internal combustion engine, petroleum has taken a place beside coal 
as a source of energy The public discussion of the strategic signifi- 
cance of various raw materials under war conditions |^as probably 
helped to make the public much more aware of the imp^*tance of 
mining and. minerals in our econoriiic life J 

The problem of analyzing mining statements. The problem of 
the investor who analyzes mining ventures is to estnnatj* as nearly 
as possible the prospective income of a given property and the 
length *of the period over which this income will be distributed 
The pioblem is one m geology and mining engineering It is not 
necessary to be either a geologist or an engineer to appreciate and 
understand the reports of these specialists, any more than one needs 
to be an accountant to read financial statements However, an un- 
derstanding of the general facts about mining and the problems 
which surround a special type of mining enterprise is needed to 
make possible an intelligent reading of the reports of these spe- 
cialists 4 

Mining opportunities. Those operating m the field are in a better 
position to lcain of and lmosfigate new opportunities than is the 
average person The exploration department of a prominent Amer- 
ican company formeilv imported the results of its work annually 

2 Waller II Voskuil Minuals »n Modem Industry (New Yoik John Wilev & 
Sons 1930) j 23 rin> book present* a valuable picture of the industry A 
bibhographv isgiwn pp 338-341 

i The otonomK plue of%ind one background facts on the various leading 
minerals ih given in T S Lovenng, Minnah m World Affairs (New York 
Prentice-Hall, Inc 1943) afd then international political significance is studied 
m C K Leith Wotld Minprah and Woild Pohtu s (New York McGraw-Hill 
Book Co , 1931 ) l * 

4 For a disc lesion of mipt iccountmg m the content of financial administra- 
tion, see Flunk Willcox, Mint Acdunting and Financial Administration (New 
York Pitm in Publihhing’Coip , 1949) 
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These reports serve to indicate tlie comparatively small number of 
prospects that are deemed meritorious enougli to be developed: 


Number of Properties 

1910 

1911 

1912 

Presented *oi Consideration 

684 

921 

694 

Subjected to a Preliminary Field Examination 

124 

144 

121 

Accorded Complete Examination 

46 

28 

36 

Properties Acquired 

2 

1 

4 


For the years 1910 to 1915, inclusive out of 4,338 properties pie- 
sented for consideration, the great majority received only an office 
examination Of 679 that leccived a preliminary field examination, 
only 166 were given a complete examination These two figuies repre- 
sent 16 per o^it and 4 per cent of the first figure Only 16 pi expects, 
or about bne-third of one per (ent, were actually puieha^ed About 
an equal number were taken undei option Although more lecent 
data are lacking, this material illustrates the point that of the many 
prospects, W have the earmarks of economic success when ngidly 
scrutinized ' 

When a new territoiy is opened, the best locations aie owned 
locally, or controlled by large interests who would in the case of 
a prospective development, be likely to take only an option at the 
most until sufficient exploration had assured them a* to the values 
present The left-overs usually provide the properties taken up by 
stock-jobbing concerns to sell to the public on the basis of the upu- 
tation of successful developments in the vicinity Almost e\eiy big 
mining field has this experience Prior to the advent of the Sccuntios 
and Exchange Commission, the spectacular pcrfoimance of the nnd- 
contmental and California oil fields and the gold and silver mines 
m Canada became the basis for many promotions of a fraudulent 
or at least doubtful economic character 0 In more recent >ears, the 

r ’ An example of jn exploration comprnv is found m the (\<ncnl Dcvelop- 
ment Company mcorpoi ited m 1906 This company is a pirent cirpoiation 
examining, dr \ eloping and finmcing mining piopfrtirs whuh when tiny hut 
reached the self-supporting producing st igf no usu illy tinned ov< r to opeiating 
companies 

6 Edward D Jones in Irae^iment (New \or’ Alexander Ilimilton Insti- 
tute, 1919), Chapter 18, gives, among other illustrations the c iso of ^rhei de- 
posits discovered it Cohalt, Ontario in 1905 In tl * next few uih the pro- 
vincial government of Ontario had a lerord of 4!? 1 cornpinics with a total 
capitalization of $472,396 000 In foui vnrs ho\vi\< 4 onlv 15 dividend payers 
were left, and their total 6ividends foi the >eai 1908 were $3,646,027 



MINING STATEMENTS 


443 


gold, oil, and natural gas discoveries in Canada, where less strin- 
gent securities regulation exists, have spurred a movement of specula- 
tive and investment capital from the United States. Unhampered by 
requirements of disclosure, promoters have been able to whet the 
appetites of the unwary with glowing opportunities Tbased chiefly 
upon the success of other ventures. Only the experienced company 
or capitalist feels able to afford the necessary geologists to examine 
the ground structure, metallurgists to examine the ore with a view 
to determining the difficulties of its treatment, and mining engineers 
to estimate the probable costs of development. 

Element of risk. Different kinds of mines represent different de- 
grees of saiety Gold, silver, and lead mines would t he grouped in 
the more speculative class, copper mines would form a ml Idle group, 
and coal find iron mines would represent a more conservative class 
with a degree of safety comparable to that found in manufacturing 
companies # 

Iron and coal are found in bulky deposits of relatively low value. 
Hof ore they are mined, there must be an assurance of ore body suf- 
ficient to justify extraction. The possibility of a dependable geolog- 
ical survey and the relatively "table demand for such a commodity 
as coal indicate why a coal property is as predictable as many in- 
dustrials On the mining, or supply, side the amount of coal to be 
extracted and the amount of labor required for the mining can be 
reasonably estimated The major risks will be those of an industrial: 
changing production costs caused by union demands and work stop- 
pages, and changing demand, such as have arisen in the case of coal 
from the increasing use of petroleum and natural gas for fuel. 

A comparatively small quantity of a more valuable m’neral de- 
posit would be equally worth mining. The increased value of the ore 
in question furnishes the business motive for assuming the greater 
mining risks that are associated with small and variable veins of 
ore the supply and chanu ter of which it is difficult to estimate in 
advance. 

Petroleum properties are usually clashed with mines because of 
their similarity m the matter of exhaustion. The element ot risk 
varies widely ft>r the jlitforent companies in the petroleum industry. 
A company may owi merely an option to buy an unproved tract, 
or it may have a l</tsc on uch acreage. With no financial record 
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on which to proceed, to venture &ny money in such an enterprise 
is to gamble on hopes. Drilling in unproven te/ritory is more risky 
than in proven areas. After wells have begun to produce, some basis 
for valuation is present, although the period over which they will 
produce is conjectural. As in some of the Mexican wells, salt water 
may appear in place of petroleum, cutting their life short. On the 
other hand, new methods of extraction that will lengthen the ex- 
pected productive period may be devised. Where a corporation owns 
a number of producing wells in various well-developed fields, a more 
certain statistical base exists for estimating future production. 

The most stable situation exists for the company with a balanced 
property, owning producing wells, refineries, and means of transpor- 
tation and^uarketing, including pipelines, tank cars, trucking fleets, 
*and filling stations, which reach the ultimate retail consumer. Such a 
company is a combination of a mining and manufacturing business; 
and the latter department, consisting of refining and distribution, 
might continue after the wells had ceased to operate. The usual 
course for such a business, however, is to add new producing prop- 
erties constantly to offset depiction of the old. 

Compensating features in competing mines. The prospect of a 
higher return has been mentioned as affording a compensating factor 
for the greater risk that attends t he exploitation of the moie precious 
minerals. Between different mineral deposits of the same character, 
compensating factors with respect io geographical location or costs 
of exploitation may exist. 

Frequently, a favorable point is offset by another that is un- 
favorable. The K( nnecott copper ores in Alaska were extraordinarily 
rich. They were of two grades, one averaging 12 pel- cent copper and 
the other a high grade pure chalcocite ore running in the neighbor- 
hood of 70 per cent copper 7 The porphyry copper ores m the Western 
states have a large advantage in transportation and general accessi- 
bility u< eompaied with the mudi richer Kantaga deposits in the 
heart of Africa. In contrast with these rich ores, Uie Chile Copper 
Company works a large, low-grade, disseminated deposit that has 
the advantage of but little covering waste, which meke« it possible 
to mine it with steam shovels on a scale that g{ves very low mining 
costs per ton of ore treated. 

• % 

7 Moody’s Manual of InviUmcntu— Irulustufils (1934) Jp. 1475. # 
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Classification according to development. Mining companies may 
be classified on the b&sis of the kind of mineral extracted. They are 
also grouped according to the stage of development, which indicates 
something of the risk and also the type of financial statement ma- 
terial which will be available. Mines may be found (1) in the de- 
velopment stage and not yet producing; (2) beginning operation; 
(3) operating and unprofitable; or (4) operating on a profitable 
basis. Tn the first two stages, balance sheets may Be available, but 
all estimates of performance will necessarily be based on reports 
of geologists and engineers. Even after operation, recognition of likely 
changes may considerably modify the usual significance of past 
earnings records. In whatever class the property may fall, its valu- 
ation must be made independently of the balance sheet* 1 % v the asset 
Mining Property is likely to be valued arbitrarily in that statement. 
Before taking up flit' detailed analysis of the balance sheet and earn- 
ings statement, we shall examine the general problem of mine valu- 
ation. m 

Mine valuation. The value of a given mineral deposit depends 
upon the amount of net income that can be derived from its extrac- 
tion and sale and how rapidly that income can be realized. This value 
is not dependent on past earnings, nor on the cost of the development 
work. It depends on four things: (1 ) the amount of the deposit; (2) 
the cost of extraction and treatment; (3) the amount for which the 
product ran be sold; and (4) the length of time during which the 
product will be sold. H 

Estimating the first two factors requires the best ‘-kill of the geolo- 
gist and the mining engineer. Even the most able may*have consider- 
able difficulty in “Seeing through the ground,” although methods are 
available for measuring the probable extent of some deposits. The 
size of the deposit may be determined sometimes by borings, which 
give samples* that may be treated and essayed to reveal the probable 
value. This work of measurement and valuation will have a more 
certain character as development progresses. For the outside analyst 
the problem of valuation i > especially complicated in an undeveloped 
property. 

The “probable cost! of extraction and treatment” are estimates of 

K For a \ tiliuible ex (.untied treatment of mine valuation see Herbert C. 
Hoovers Principles of MMining ‘.New York: McCftaw-Hil! Book Co., 1909). 
Chaptns t II. I 
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unknown accuracy. The determination of production costs is as im- 
portant as the appraisal of the geological features that govern the 
occurrence of ore bodies and the matter of tonnage and value of those 
ore bodies. The location of the property mav be unfavorable because 
of climate, in the tropics or parts of Alaska, or because of an un- 
stable government likely to be disturbed through revolutions and 
wars. Governments after granting concessions for mining or petro- 
leum development have changed their requirements as to their share 
of income either from taxation, or royalties, or share of net^neome 
after capital has been invested. However, such adjustment* need not 
he financially disastrous to the concessionaire if negotiated amicably. 
Transportation is essential for the securing of supplies and for reach- 
ing a mark*£ for the product, A timber supply may be necessary for 
^underground operation, and watei in quantity may be required for 
ore treatment. Labor must be secured and its productiveness esti- 
mated. Frequently, low-priced labor is the most expensive because 
of its inefficiency. These indeterminate factors show why the estab- 
lished property that can show it* record of past performance has 
an advantage as an investment. 

Ore reserves. The probable mzc of ore reserves, then, is the first 
problem in appraising the mine. The ore reserves are the deposits 
estimated present and deemed capable of profitable extraction. When 
they are said to be “blocked out,” at least two sides of the deposit are 
exposed. “Ore in sight” should be so definitely blocked out that its 
size and character can hardly lie mistaken. Such an ore body should 
be measured and sampled on three and possibly four sides. “Probable 
ore” should meJin that development has taken place on at least two 
sides. The assumption is that the geology of the mine and the terri- 
tory are sufficiently known so that the probabilities of the estimate’s 
being substantially accurate are very high. An estimate of “possible 
ore” is likely to be based on very partial development and geological 
conditions that indicate that the ore will continue for certain dis- 
tances. Estimates should, of course, include only mineralized tonnage 
of sufficient richness to justify commercial exploitation. Because ter- 
minology is not always exact, the method of arriving at the estimated 
reserves should be clearly stated. The best ty|e of reports indicate 
the quantity of ore reserves under two hoardings, the first including 
the amount which is actually blocked out and thu amount and quality 
of which is reasonably certain, and the second 4^y further estimate 
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of reserves based on mere judgment of general geological conditions 
and rough exploration. 0 

Difficulties arise in estimating reserves. Two common geological 
troubles in certain types of deposits are “faulting” and “horses.” A 
vein or stratum of ore i* being mined and would, if perfectly formed, 
extend along in a fairly constant and regular formation. Some dis- 
turbance, however, may have pushed the earth up or down at a cer- 
tain point and produced a fault, or fracture, in which case the vein 
is broken off. To relocate the vein may be very difficult or impossible. 
At other times, a fissure containing a valuable vein may, unlike the 
vein proper, be filled at points with worthless matter, this condition 
is referred to as a “horse " 

Herein lies the advantage of large, easily defined" 'nosits even 
though low-grade. A large placer deposit of gold-bearing giaveis 
lying on the MirfafT and lending itself to wholesale methods of treat- 
ment might be attractive because of the certainty of the size of the 
ore reserves in spue of low values per ton A gold-bearing vein in 
hard quaitz rock might be unattractive because of the difficulty of 
measuring it* extent, even though its \uluo. so lai as it showed, w T as 
extremely high. 

Cost of mining. The ore reserve* having been calculated, the reve- 
nues may be roughly stated, provided a *atisfaotoiv average sales 
price can be hit upon. This step -till leaves the problem of mining 
costs, which might be outlined as: 

1. Cost of securing control of the mining property. 

2. Cost of equipping and de\ eloping the mine. 

3. Cost ol operating the mine v hen the production stage is 
reached. Operating costs will include pioduction transportation, and 
office or administrative expenses An allowance lor taxes must also 
be included 

The ad\ outages of the developed mine arc that the first two factors 
are known, and that tlm last may be judged irom past performances. 
The initial cost- mention'd m « 1 ) aim \J) represent original invest- 
ment, and operating caVMs and taxes (3) will be subtracted from the 

9 Illustrations#of Mai Id uie leones foi unions tvpr- of mines may be found 
in the lepoits of AnafmiU Copper Cuinpain , Island Cie«k Coal Company, 
Freepoi l Sulphur Coinlam . Noi.indn Mines, lad (coppci, geld, and silver), and 
Hollmger Consolidate/ Gold M.ae- Ltd 'Hie-* utin panics are reported in con- 
\omont f<ym by Sta|idard and Pools Coipoiation und Moody's. 



448 


MINING STATEMENTS 


annual revenue to give the net income that determines whether the 
original commitment represented by (1) and ( 2 ■> is justified. 10 The 
wisdom of making the original investment, or of buying shares after 
the operations are under way, will depend not only upon the amount 
of the net income but also upon the time necessary to obtain it. 

The time element is vital. If $1,000,000 is invested in a mine and 
the owner finds himself, after a period, possessed of an exhausted 
mine and of $2,000,000 in cash, his rate of return will depend on the 
length of the period during which the original $1,000,000 was tied up. 
If the process of doubling has taken 20 years, the investor will have 
realized 3^2 per cent (interest compounding semiannually), and 
might better have purchased gilt-edged securities that would have 
accomplisho/’uhe same result in less time and would, in any case, 
"have incurred far less risk. Jf the period of extraction could be short- 
ened, the mine would become a correspondingly more attractive pur- 
chase. Thus, if the investment were doubled m 12 year*, the return 
would represent 6 per cent compound interest, and if it were doubled 
in seven years, a return of 10 per cent compound inteiest 

Problem of present value. For the purpose of illustrating the 
procedure for obtaining the commercial value of a mine, we shall 
consider a silver mine with ore reserves abuut exhausted The re- 
maining reserves winch are blocked out show 7 750,000 ton 1 -. It is esti- 
mated that the ore will yield $2 per ton gross, and that the operating 
expenses will amount to $1 00 per ton. Mined at the rate of 250,000 
tons per year, the net recovery will be $100,000 each year tor tin* 
three years jequned to ‘-trip the mine. 

If it is assumeu that 10 per cent per annum is a reasonable return, 
and that the investment well as interest must be retained during 
these three years, the problem may be solved as follows: 

Let X = the present vnliu of tlu property, which is to be found. 

a = the installment to bt set aside at tin end ol tin fn-t >»ar for replac- 
ing the depreciating investment 
b ~ the installment oi the second year, 
r = the installment oi the thud veai 
Then X == a -j- b 4- c. 

That is, the sums set aside each year, a, b, and r, must equal the 
original investment when totaled. The dividend received each year 

10 It may be stated, as a general rule, that there is never a sufficient amount 
of the above data available before a mine is actually producing to justily the 
small or average investor in making an investment \f 
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consists of two things (1) the installment for that year, representing 
return of principal invested, and (2) 10 per cent interest on what- 
ever investment has not been returned Then, it follows 

The first > ear S100 000 = a + 10 per i f nt of X 

The second yeir $100 000 = b -f 10 pc r cent of (X — (f) 

The thud ye tr, $100 000 = t 4- 10 per cent of ( X — a - b) 

With these three equations, and the oiigmal one (X = a 4* b + c), 

it is possible to find all of these four unknown quantities, on the gen- 
eral algebraic principle that there must be as many equations as 
thcie arc unknown values — in this case X , a y f>, and c — m order to 
make a solution possible The solution yields 11 

a =- $ 75 131 48 
b~% 82 64163 
r — $?90 909 09 
• \ = $218 bS5 20 

Stated m tabular fonn we have 

• Amount 
Avaifobb 

lO Prr Cent for Rttirinq 
Dn ultTid\ = In'oc^t -f Ini ist merit 
First V e ii $100 0(H) - $24 868 52 + $ 75 131 18 

Second V u 100 000 = 17 355 37 + 82 644 63 

Third Yen J 00000 = 9 090 91 + __ 90909 i )9 ^ 

$300 000 = $51 314 80 + $218 685 20 


11 For tho leidei who wishes to rciicsh hi^ munor\ on the solution oi simul- 
t ineou^ * (pi it ion** one pov^ibk p»*occ dmp i“ gi\ on 

(1) A r =.fl + b + r 

(2) $100 000 = n 4- 10 Y 

(3) $100 000 -f)+ 10 Y - nOa 

(4) • $100 000= t + 101 10a— 100 

(5) "mbtruting (3) horn (2) 0 = a - 0+ 10« 

(6) Rein inking b = 1 la 

(7) Substituting tln> \ clue 

in (3) $100 000= 1 la f 10 \ - 10a 

(8) Simil irh in (4) $100,000^ r -f 10Y — 10a — 11a 

(9) Subti ictmg U lioin (8), 

(10) Rc u ringing 

(11) Substi u^ng (10) ind 
(6) in ^1) 

(12) Oi 

(13) Substituting (12) in 

(£) $100 000 = 1 + 331a 

a = $75 131 48 

other » gnowna tna> be obtained by substituting this 
and (12) 


(14) Solving 
Values foi tlj 
value for mm (6) (l 1 


:r 

\k Oi 

4 ) a 


0-< _ 1 la - 11a 
< 1 21a 

X = a + 1 la + 1 21a 
X = 3 31a 
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The three equal annual payments of $100,000 have a value of 
$248,685.20; for, from the $300,000 received, a buyer would be able 
not only to recover this original outlay, but also to pay himself 10 
per cent on the investment while it is tied up. If, then, this mining 
property had a capitalization of 100,000 shares of stock, the present 
value of each share could be placed at $2.48. 12 

The virtue of the generalized solution is that it would be equally 
applicable if the amounts varied from year to > oar, or even if the 
amounts received were deficits in certain years. In most situations 
where the mine is in actual operation, the assumption is likely to be 
that the net income will be a certain regular amount for a given 
number of years. The estimated annual income is likely to be based 
on the earnii/gs results for the years immediately preceding the time 
* of the estimate, with allowance for possible and probable changes in 
the near-term future in (a) the market price of* the product being 
recovered, (b) the costs of operation, and (c) changes in the volume 
of recovery per year. From time to time, changes m the market rate 
of interest will raise or lower the rate at which expected future profits 
are discounted. The market value of a mining company’s stock, wltich 
represents the collective estimate of these several variables, may also 
change with the passage of time. With new development, the amount 
of known ore reserves, which determine the life expectancy of the 
property, frequently increases. Sometimes the past record of con- 
tinuing development or mine purchases has been so regular that the 
corporate life is regarded as pcipetual. 

With the assumption that income is to be constant for the ex- 
pected life of (no property, the formula f<rr obtaining the present 
value of an ordinary annuity is applicable, and a solution can be 
obtained simply by the use of appropriate tables. An illustration of 

32 A similar illustration is given by Floyd Davis m The Mint I motors Guide , 
Chapter III. For those interested in the mathematical theory of the subject 
and its practical illustrations, reference mav be made to J C Pickering, Engi- 
neering Analysis of a Mining Share (New York: McGraw-Hill Book Co , 1917) ; 
J. R. Finlay, The Cost oj Mining (New York* McGraw-Hill Book Co , 3rd ed„ 
1920); and Herbert C. Hoover, Principles oj Mining Chapter V. Some mine 
valuation formulae employ unrealistic assumptions, such as the accumulation of 
a sinking fund at a lower rate of interest to be employed for the ultimate re- 
demption of the invent ment. C. H. Baxter and R. IMParks Examination and 
Valuation of Mineral Property, Part II, Mine Vfiluatpn (Cambridge, Mass.: 
Addison- Wesley Press, Inc./ 3d ed., 1949). 
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selected figures from such tables is gi^cn below, 11 The number of dol- 
lars “xpeeted per year is multiplied by the amount shown in such a 
table for the desired number of years at the desired rate of interest. 
The table shows that the property discussed above with an annual 
income of $100,000 for three years would have been valued at $257,- 
710 if an 8 per cent rate had been used rather than 10 per cent, and 
$272,320 if 5 per cent had been used. The table shows how the amount 
of value added by each additional year of life grow’s smaller as the 
span of years increase* This lesser importance of the latei yeais of 
income is most marked a* the rate of interest increase*. 


Present Value of % 1 pir Annum at 
Compound Intc f st 


Yean 

57c 

6<?< 

7 7< 


1 

0 9524 

0 9434 

09346 

09259 

3 

2 7232 

2 6730 

2 6243 

2 5771 

5 

4 3295 

4 2124 

4 1QQ2 

3 9927 

10 

7 7217 

7 3601 

7 0§36 

6 7101 

15 

10 3797 

9 7122 

9 1079 

8 5595 

20 * 

12 4622 

11 4699 

10 5940 

98181 

30 

15 3725 

13 7648 

12 4090 

11 2578 

50 

18 2559 

15 7619 

13 8007 

122335 

100 

19 8479 

16 6175 

14 2693 

12 4943 

Perpetual 

20 0000 

16 6667 

11 2857 

12 5000 


Insofar a« there may be reserves not blocked out, the valuation 
for a share of stock is not subject to exact calculation Because of 
the past achievements of the management in discovering new re- 
serves, shares may sell on a basis that makes little or no allowance 
for the exhaustion of the mine. Such shar« s may, without any market 
manipulation, show* a premium that can 1 e accounted for only on the 
basis of prospective ore reserve^ yet to be discovered and blocked out 
Importance of early profits. The relative importance of early re- 
turns, particularly when the rate of return sought is high, can best be 


13 These figures are drawn tmm ttie fuller l h!*s given in the Handbook of 
Financial Math matter ({Jew Voik* Fientice-B.ill, Ine „ 1929) by Ju-tm H 
Moore, pp. 1100-1109 The fotmuh for the annuity is. 


For a discussion of the w* 
chaj iters in this handbook/ 


A 1- (1 4- t) -• 

Ai'i— - x 

Ucftibn of annuities consult Chapter 6 and following 
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illustrated by the following table showing the present value of a $10 
annual return to be paid for different periods' of time For the sake 
of vividness the values stated are given to the nearest dollar 


Present Value of a $10 Annual Return Whfn Interest Rate Is 
* 5 10, 15, or 20 Per Cent 


Paid 

5% 

10 % 

15% 

20 % 

5 

% 43 

$ 38 

$34 

$30 

L0 

77 

61 

50 

42 

15 

104 

76 

58 

47 

20 

125 

85 

63 

49 

25 

141 

91 

65 

49 

30 

154 

94 

66 

50 

Perpetual 

200 

100 

67 

50 


The tabic emphasizes the statement previously made that income 
in the later years diminHies iru importance when the rate is high 
Thus, if risk is such that a rate of 15 per cent \s demanded a share 
earning $10 for fi\e veai^ ha^ a \alue oi $34, while the value would 
be increased onl\ to $6h or a bit under tw r o times as much, if the 


return w T ere to continue lor «i\ times as long or 30 vear^ 

The importance ol considering a pait of the dividends as a # ietum 
of capital has led some companies m declaring dividends to state 
that they are partly from earnings and putly a ictum of capital 
The Konnecott Copper ( oipniatmn lepoited such a division of its 
dividends as follows 


Yffv 

Dn ifh ?i(h 

From 

Sniping 

Cajntal 

Distnhuhon 

1932 

SO 12 l j 

$0 12V- 


1931 

1 50 

30 

$1 20 

1930 

3 75 

1 82 

193* 

1929 

5 50 

5 30 

20 

1928 

5 25 

519 

06 

1927 

5 00 

215 

2 85 

1926 

4 00 

197 

2 03 

1925 

300 

1 07 

193 

1924 

300 

58 

2 42 


* The l mterl States Treasury TJcpirtimnt ruled that the nontaxable portion of dividend 
should be $2 47 in IS JO 

No part of dividends dt ilared nfti i 19 11 was it ported as cupitil distribution 

C 

Such “capital” dividends aie ba^ed upon the gradual reduction m 
the a«»ets of the mining company as a resulted depletion and depre- 
ciation These sums w ould bo needed in the bn lines', if new mines were 
purchased to take the place of depleted ones wid depreciated equip- 
ment was replaced When a letuin of capital 1 * made to stockholders, 



MINING STATEMENTS 


45 $ 


the accounting is based upon the colt of the properties to the cor- 
poration The stockholder, however, may have bought his shares for 
more or less than book value, hence, these capital distribution® may 
be under or over the amount required to write oft his investment, even 
though the total disbursements of this sent aie exactly equal to the 
book value of the company s property 

Furthermore, the stockholder who is interested in the return of 
his investment on an “actual lal” basis such a® was ®uggested m the 
discussion of valuation above would write off ins investment in un- 
equal amounts In the case of the mine valued at $248,685 he would 
have used $75,131 ot th* first year’s $100 000 received to write down 
that value, m the last year, the amount so used would have been 
$90,909 On the other hand, if the company employed the mo«t eon 
mon mcthQd of depletion write-off it would have allowed equal 
amounts m each of the three years because of equal production 

Of major importance are these difference® between tbj? principal 
sum that the investor has to recover during the life of a mine in order 
to keep his capital intact and the corporate distributions that the 
income ta\ law will permit lum to treat as nontuxabk recoveiy of 
principal When income tax rates are high a wealth\ imotoi may 
find tnat ordinary dividends will yield less, after allowing feu per- 
sonal income taxes than is necessary to recover principal He may 
®ee nothing but a prospective net loss after taxes C oii*cqiientl> an 
analysis of the probable charaetor of corporate distribution* fiom a 
tax standpoint may be as important a® projecting tlu income stream 
itself An investor may, ori the other hand disccner a corpoiation 
able to make nontaxable capital di^tnbm ons which from hi* point 
of view will uh 11\ be income because they will lca\t lmn with -hares 
that will still ha\e more value than his original investment 14 

Working capital, Tim*- fai thi* chaptei has been concerned with 
the problem of mint valuation Such information as may be gained 
from a scrutiny of the statements will now be considered In a study 
of the balance shut the current asset fig 1 ® aie hkclv to be more 
significant than those fc)i fixed assets, because they present defi- 

14 Such a possibility should he regarded as offcimg tax l eduction i it ha than 
tax escape Capital distnliitions *hit air nontixable at the time ot uceipt 
reduce the book cost and vhu i*e bv so much an\ futuie i tpitil gam* Because 
capital gams up fixed at/lowcr rites than ordinary dividends field* such as 
mining that offer hige j Jfs^ible cat Hal gains aie parficularb atliactnt to the 
weilth\ individual m\o«i^)i 
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nite values whereas the valuation of the fixed assets is of necessity 
more or less arbitrary, although it may represent historical cash cost. 
The current value of the fixed assets will vary with changes in esti- 
mates of the extent of the ore reserves, the price of the product, and 
operating costs. 

The current assets should include enough to meet current expenses, 
provide for emergencies, and care for current development. An ex- 
cessive balance, however, would be undesirable, in that it would not 
earn an amount commensurate with the yield on invested funds ac- 
tively employed in this field. 

Accounts receivable vary with the type of output, but will tend to 
be small, because credit is not usually extended by the producers of 
* stTtple raw materials. When manufacturing and merchandising func- 
tions arc assumed, as in the case of the petroleum eon\nanies and 
certain major copper and aluminum companies selling on credit and 
consequently accounts receivable become more common. The inven- 
tories consist of ores and fabricated products 

Cold, us<nl as standard money, has had a fixed price in this coun- 
try for long periods with no change in the current century except for 
the revaluation during the monetary crisis of the early 1930’s Other 
mine products vary widely in price from time to time. Coal and other 
miner d piodueO of which qualities are sold for domestic consump- 
tion will tend toward greater price stability than iron or steel, which 
are ummI chiefly in construction. Construction materials, which the 
economist calls “production” goods, as distinguished from consump- 
tion godrK arj j subject to more violent fluctuations in demand. When 
known deposit* of a mineral are limited and controlled either by a 
single company or by a few companies that are inclined to maintain 
prices, an artificial '■{ability may be achieved . 15 Volume may suffer 


irj V\ ith aluminum \ special cost factor enters the* picture Its puce has been 
exceptionally stable even after Aluminum Company of America cra-ed to be 
the solo producer. Electricity is an important cost element Some ten kilowatt 
hours are usui m the production of a pound of melal. Power costs haw been 
very stable. A prime necessity for economic aljiiinfium production i" a large 
supply of cheap power, Canada, a major producer, hauls the bauxite ore irom 
the tropics to take advantage of its cheap w^ater power not leqimed for other 
industrial uses. A study of monthl) price fluctuation! will hdlp towaid an appre- 
ciation of the problem of fluctuating prices for "the Various mine product* such 
as coal, copper, nickel, silver, crude oil, and the like Aich material may be found 
in convenient form in the Statistical Bulletin ofjhe Standard Trade and 
Securities Service. ( • 
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as a result, and often the indirect coiri^etition of substitutes threatens 
such monopoly positions. 

Current liabilities normally will be relatively insignificant. The 
risks incident to mining make it unwise to use short-time borrowed 
capital to conduct operations. Production will be carried on ordi- 
narily only as an available market exists, so that as a rule inven- 
tories will also be small. However, many mine products are staple 
commodities, and in an emergency might serve well as a baMs for 
credit. More substantial amounts of receivables and inventories 
would be expected when the company engages in processing or fabri- 
cating its raw materials. 1 * 

An unusual method of financing was carried through when the 
boom after World War I subsided and the copper companies fouftd 
themselves. with heavy stocks of refined copper that were without a 
market. The Copper Export Association was formed by the principal 
American producers, and 400,000,000 pounds of copper turned over 
to it at ten cents per pound. In order to secure the cash needed 
by the copper companies, the association sold $40,000,000 of notes 
to be retired over a period of not more than four years. This operation 
removed the worst of the glut from the domestic market, because it 
was agreed that the copper should be withdrawn for export business 
only; and the plan proved successful in accomplishing its purpose. 17 

Fixed assets. The amount of the fixed assets in the balance sheet 
is a matter apart from the actual current value of such assets. The 
former depends upon the cost of these assets; the latter, as discussed 
under the head of mine valuation, is dependent upon the prospect of 
future earnings rather than upon the cost of securing and developing 
the property, or even upon the past earnings. 18 An examination of 

a 6 The integrated oil companies previously mentioned are examples In 1922, 
the Anaconda Copper Mining Company acquired practically all the capital 
.stock of the American Brass Company, the largest domestic fabricator of copper. 
The result is a combination of two types of business 

17 In the years 1928-1932 the Anaconda Copper Mining Company showed 
large inventones and considerable cun cut debt, the latter rising from $51,740,903 
to $79,731,792, and the biJlk of the latter figure was the $70,500,000 of notes 
payable. The current ratio fell*from 2.3 to 1.2 This threat to solvency was sub- 
sequently removed by long-term debt financing 

18 The limited u^fulnes.-. of financial statements for exploratory mining cor- 
porations is suggested by tic Securities and Exchange Commission’s dispensing 
with certification of such rfa foments in registering assessable mining shares not 
to exceed $100,000 in ora ’year (1945). Form S-ll for such cases and the ac- 
companying booklet dige^ Commission views relative to this type of business. 
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the Fixed Asset account may be fruitful, however, particularly over 
a number of years, in disclosing something of the corporation’s policy 
Development work is consistently charged off against operating in- 
come over a very short period by the well-managed companies 

Mines and mining rights. The actual co^t of the mining property, 
as distinct from the cost of its development, should be separately 
stated. Inasmuch as the ongmal mino almost invariably come into 
the possession of the company through the* issuance of stock, the 
amount could represent an extravagant capitalization of hopes or a 
nominal figure Conservative rules are established by the Secunties 
and Exchange Commission for corpoi at ions that wn-h to sell securi- 
ties to the public and come within its jurisdiction 1 ’ Current account- 
ing standards are also more conservative than formerly In well- 
established companies, wheie mines or “prospects” may* have been 
secured by special exploration work, the cost may have been buried 
in the Expanse account 

An unusual tieatment, designed to advertise ore reserve dis- 
covers s was formerly employed by Climax Molybdenum Company 
The fixed assets showed an moiease in the I)i v eo\ered Increment in 
the mine value from $3,692 390 to $74,131,250 m accordance with a 
survey a> of January 1, 1935, and approved by the stockholders 
Thi* ‘separate item of Discovered Inclement at Appraised Value was 
stated at the latter amount until 1948, when the deduction for Accu- 
mulated Depletion had grown to $34,472,761 The balance of book 
value amounting to $39,688,489 was counterbalanced by an equal 
Discovered Increment Surplus after the ordinary surplus account. 
Both a^set and surplus items w r cre eliminated from the balance sheet 
in 1919 

Tin*' case is a special example of surplus arising from revaluation. 
Depletion on thi^ item, unlike other depletion, was excluded from 
operations and charged directly to the Discovered Increment Surplus 

Properties aie not always secuied by outright purchase. They may 
be leaded, or an option to purchase may be taken. Such contracts 
are frequently made by the promoters of “wildcat” companies and 
were foimeily placed in the balance sheet at a handsome figure. 

1& Illustrations of accounting practice for mines a^d leaseholds for companies 
m the promotional stage are given in B B. Greidu ger, Preparation and Cer- 
tification of Financial Statements (New York Roiald Press Co, 1950), pp. 

ai i rvi: 7 ' rr 
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Leaseholds are not likely to appear ^t a high value in the balance 
sheet of an older and established company. The actual worth in 
cither case is, of course, independent of the accounting and will 
depend solely upon the possibility of profits. 

Mining equipment and development. Mining equipment and the 
cost of bringing the property to a productive stage should be stated 
under a second heading, although they are often lumped together in 
the balance sheet with the cost of acquiring the mines. A young or 
unsuccessful company may he tempted to treat replacements as im- 
provements, and add them to the asset and so inflate that item. The 
changes in the asset should be traced from year to year. If new equip- 
ment has been added, it should he remembered that old equipment 
may have been retired and should in that case have been written tiff. 

The following statement of principle, covering this point, was 
adopted by the Council of the Institution of Mining and Metallurgy 
on December 20, 1910, as a part of a report submitted by the Mine 

Accounts and Cost Sheets Committee. 20 

• 

After the Producing Stage is Reached, no cxpondituie should he charged 
to Capital account (that i«, the Asset account) except large special items, 
such as (1) purchase of additional properly; (2 1 erecimn of additional 
buildings, machinery, plant, or surface works which mav l>p necessary either 
to increase output, to improve recovery, or to decrease coMs. Such items of 
capital expenditure should hear their proportion of the administration and 
general charges If any existing shafts, machinery, plant, or buildings should 
ho entirely superseded and replaced, the cost of the old items should be 
written off Capital to Profit and Loss either at once (if small) or in the case 
of large items by installments spread over as short a perio^ as the respon- 
sible engineer may recommend. All repairs, maintenance, and replacement* 
of minor machinery and plant should he charged to Working Costs. 


In recognition of this principle, the balance sheet should set foith 
the development as a separate account The balance sheet of the 
Kennecott Copper Corporation showed, on December 31, 1951: 


Mining Properties, R^l roads, Plants, and Equipment 
Less Reserves for D» prcctation 

Net Property Account 

Deferred Charges for gripping and Mine Development 


§402,203,773 

169,972,200 

$232,231,567 

36,054.096 


20 Report given in A fines Accounting and Management , by L R. Dicksee 
(London: <fc Coinpa ij, 1914), p. 79. 
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The amount of development work regarded as expense is often 
stated in the income statement and may be studied in connection 
with the asset. Development costs are deferred charges to be written 
off as rapidly as that portion of the mine is exploited. When corporate 
income tax "rates are regarded as temporarily high, a company with 
the means, as so many larger companies are in the petroleum field, 
has a strong incentive to spend heavily for exploration and drilling. 
Any losses are charged off immediately. Any discoveries will benefit 
future income. 

Deferred charges. Many mineral deposits are situated compara- 
tively near the surface. The Chile Copper Company's deposits were 
previously mentioned as of this character. Phosphate rock, such as is 
listed for making fertilizer, and some coal are obtained by strip 
mining. In such cases, the cost of stripping off the overburden, which 
corresponds to development, will ordinarily be carried as a deferred 
charge unt^l the underlying deposit is removed. When that is done, 
the item is charged to the cost of the product . 21 

Depletion and depreciation. Allowances for depletion and depre- 
ciation reflect the exhaustion of natural resources and of plant* and 
equipment, respectively. Some corporations in the nonferrous metals 
field show no depletion in their accounts, reporting depreciation 
only . 22 Wherever such an omission is at all common, it will be usual 


LM An unusual example of this asset is found in the annual report, of Eureka 
Corporation Limited, whose Deferred Development and other expenses of $4.5 
million constituted almost two thirds of its $6.9 million total assets (1951). 
Failure tb continue development and operations gives the lessor of their prop- 
erty the right to* cancel the lease on 30 days’ notice. It is interesting to compare 
the market valuation of this company at $1.50 per share (Dec., 1951), or $7.3 
million for its 4.851,455 shares, with that of Calumet and Uecla Consolidated 
Copper Company at $9 per share, or $18.6 million for its 2,068.270 shares, which 
includes a not working capital after all debt of $8.7 million, leaving a mine 
valuation of $10.0 million 

22 H. B. Fernald, M. E. Peloubet. and L. M. Norton, “Accounting for Non- 
ferrous Metal Mining Properties and Their Depletion,” Journal of Accountancy, 
August, 1939, pp. 105-116. Pertinent to this discussion of depiction is a recogni- 
tion of the elasticity of estimates of mine life, especially where based on 
developed ore reserves. In 1941, such reserves wero stated as equal to about 13 
years’ production for Honu>tako Mining Company; but it was noted that 
known reserves were larger than in 1929. Barton's, .April 21, 1941, p. 13. Ten 
years later such reserves were sufficient for 16, yea is of life. “Hornestake vs. 
Kerr Addison,” Barron's t May 21, 1951, p. 9. ThisV latter article provides a 
comparative analysis of the largest gold producers lb the United States and 
Canada, respectively. 
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to study all companies’ earnings on a^efore depletion basis. Probable 
life of the vaiious properties becomes a separate consideration. Ken- 
necott Copper Corporation, whose figures were used in the illustra- 
tion above, makes allowance only for depreciation. Details of the 
fixed property account are especially necessary in such, cases to be 
able to know what portion of the total is being depreciated. 2 * 

Cerro de Pasco Corporation showed at the end of 1950 reserves 
for depreciation and depletion of $70,993,900, or 71 per cent of the 
total properties of $100,461,551. A detailed statement of the proper- 
ties showed these accumulated allowances represented 100 per cent 
depletion for coal mines and 47 per cent for metal mines, 8*3 per cent 
depreciation for plant and equipment, and 50 per cent for railroad 
property. Granby Consolidated Mining, Smelting & Power Com- 
pany, Ltd., in 1950 showed a depletion reserve of 95 per cml foi*its 
mines, mineral and* timber lands at $1,986,772, and depreciation of 
82 per cent for its real estate, buildings, plant, and equipment at 
$5,675,816. Noranda Mines, Ltd., in 1950 showed only a* reserve for 
depreciation, which was equal, however, to 83 per cent of the $17,- 
86(3,215 total for fixed properties. An examination of the detailed 
figures shows that mines property was a relatively nominal part of 
the total, being carried at a cost of but $919,779, or less than 5 per 
cent of the total. Inspiration Consolidated Copper Company had a 
substantial investment in mines, mining claims, and lands amounting 
to $17,530,702, but showed no depletion allowances, although depre- 
ciation of 71 per cent had been accumulated against its $24,401,852 
of buildings and equipment 

It was suggested earlier that the possibly arbitrary and liistorical 
character of the asjot. Mines, resulted in its having small significance 
for the analyst. The wide variations in the accounting for both the 
asset and depletion shown by these illustrative cases offer another 
reason for attempting u valuation independent of the balance sheet 
figures. 

The heavy income and excess profits taxes of the Federal govern- 
ment initiated during World War I led many companies to set up 

21 Kennocott Copper reports only the combined fixed assets m its annual 
report It is lcquiifxl to r» port the details to the Securities' and Exchange Com- 
mission. These details ar»* reported in Moody's Manual of Investments. Thus, 
m 1949, 39 per cent of itf#gros? properties consisted of mines and lands and only 
the remainder was depreciated 
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valuation reserves for the fir^t time. Some pursued the policy of 
allowing as large amounts as would be permitted by the taxing au- 
thorities. This practice reduced current taxable income, but may 
prove to have been ultraconservative, at least in some cases, and 
expose the company to correspondingly higher taxes in later years. 
Immediate and certain savings are regarded as worth considerably 
more than those which lie in the future and are uncertain. Balance 
sheet allowances may not correspond with those allowed and used 
for income tax purposes. In some fields, depletion is allowed for tax 
purposes as a certain percentage of revenues without regard to the 
cost of the mineral deposit. Such an allowance is designed partly 
to encourage exploration and discovery and partly to compensate 
for losses on exploration that the taxpayer may not be able to use 
for tax reduction purposes at tht time they occur. 

Miscellaneous asset accounts. Other nonoperating assets are 
usually small or absent in mining companies Exceptional in this 
respect is ^Tolntvre Porcupine Mines, Ltd , a Canadian gold mine, 
which has a substantial portfolio of American securities 

“Profit and Loss” or “Deficit” mav appear on this side tff the 
balance sheet. Either of the-e is useful only in calculating the book 
value of th** stock, and, as was previously stated, the book value of 
mining stock is not regarded as significant as in other types of busi- 
ness The presence of this account may be due to the return of a 
part of invested capital, as will be explained later in the ease of the 
Goldfield Consolidated Mims Company. Such a practice is permis- 
sible lor mining companies 

Capitalization. A funded, or bonded, debt is occasionally founded 
on the liability side. Because of the variability of piofiU in mining, 
it is not a usual means of securing funds The exhaustible eharaeter 
of the property makes a rapid retirement of any outstanding securi- 
ties, other than the common stock, hound practice A series of un- 
favorable eiicum'dances might make impossible the payment of the 
fixed interest charges In such a case, the stockholders would stand 
the chance of losing their property. Only thje most stable mining 
enterprises should try to «(ek capital in tMs manner, and then only 
in comparatively Mnall amounts. A few of the large copper and coal 
companies with well-established mineral reserves have used bond* 
to meet emergencies or 0 acquire desirable properties. Bonds are com- 
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mon among the larger petroleum companies. The customary form of 
security issued by mining companies, however, is common stock. 

Illustrative balance sheet. The condensed comparative balance 
sheet of the Island Creek Coal Company illustrates the qualities of 
a strong mining company in a field which lias suffered from keen 
competition. As a result of natural advantages and efficient operation, 
the company has the lowest costs of any of the major producers in 
the bituminous industry. By lowering dividends, ‘it continued the 
working capital in a strong position through the depression years fol- 
lowing 1929. The Cnitcd States Government obligations in 1951 
amounted to more than one sixth of the book value of the assets 
and represented an unusual accumulation for a mining company. 
Such strong cadi resources would permit the company to acquire 
properties on a favorable basi* : hould that appear desirable. r \he 
working capital was so strong in both years that all of the preferred 
stock could have been retired at its call price of $120 without diffi- 
culty. (Note its nominal par value.) 

A dudy of the unmined coal reserves and the earnings in recent 
normal years indicates that the fixed assets are carried at values 
substantially less than going current value-. Thiv conclusion is ^ip- 
ported by the record of market prices paid for the stock. If the net 
income should move to a different level, a new analysis and valuation 
of the property would have to be made Whenever a substantial 
amount of free working capital in the form of marketable securities 
is present, as in i his ca*-e t the analyst estimates it* value apart from 
the mining properties. He arrives at a total by combining the result 
with the estimated valuation of mines, rather than»by capitalizing 
all income from both operating and nonoperating sources to obtain a 
lump value which would be very inaccurate. Such a method would 
in this ca^e have involved capitalizing income from Government 
obligations and from a coal mine in a single computation. 

Income account. The Income account N usually gieatlv con- 
densed The gross sales, the operating expenses, depreciation, and 
amortization or depletion should he stated separately in even the 
most condensed report. The operating expenses will consist of labor, 
salaries, supplies, and the like, spent to obtain and market the prod- 
uct. Allowances for depreciation and depletion have already been 
touched upon in the^preceding discussion. Depletion allowances, al- 
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though reducing the net profit £or the period, need not reduce the 
dividend , they merely serve to indicate that a portion of the dividend 
is a icturn of capital Such a portion might propel ly be called a 
liquidating dividend, and the balance would represent profit 

ISLAND ORrrK COAL COMPANY 
C omparaiivf Consolidated Buanpe bHEET 
# As of Decembet 31 

(Ihousirids of Doll us) 


tssc/s 

1951 

1940 

C ish 

3 404 

4140 

l T S Go\tinnunt Sccmitus (at cost) 

4 489 

— 

Account md Notts Ricuxible (net) 

6 949 

2 168 

InventoiH" * 

6 021 

906 

~ Tot il ( iment A sc K 

20 863 

7 214 

Invest m Cirntgjp Dotk A Tup] Co 


1 060 

Investments ind OtluM Wis 

* 1 078 

S5 

1^ opc 1 1 a Plint md I quipmr nt * 

19 9 n 

25 720 

1 1 ss Dtj it Dt i lot A Amort Resent^* 

23 tf>7 

13 004 

Net Projeuv \< count 

16 564 

12716 

Defu icd Clinics 

9d 

17b 

1 ot d A^st ts 

59 456 

250 

1 mbthtu 



Account ind Dr dts Pi\ ible 

>286 

534 

Auiiird Pi\ioll I i\c-> Inti it st ilc 

1271 

207 

I € df t d Income 1 ms 1 

1 162 

889 

Dividends Pivible 

5S 

38 

I ot d C uut nt 1 1 ibilitus 

5 760 

1668 

I untie tl DO 


300 

Defence! lheomt 

6S5 

35 

Rts<i\f i In in tntc md ( onfingt ncies 


411 

\\ orkmt n s ( om t ns it ion Rt soi v t s 

_ 

66 

M monh in it u t in Sub^idi uv 



8 

% ( urn Pu lined Stot k (pu SI) 

25 

25 

Common Stmk (i u 50<f) 

594 

594 

Pud in Surplu 

11 580 

11 125 

Laintd Sui] lu 

20S12 

7 018 

Total 1 1 d)i me s 

39456 

27 250 


* Morp (let ill in <n*ir xl I 1 in p she pt 
t Vftpr deilutt r, 2 7 0 l S tu ml s in l ( i5t 


Some few managements pin sue what might he called a practical 
equnalcnt The}/ elurge the eost of di-covung new deposits and a 
laige part of development covU to expense, instead of showing them 
as additions to the assets buch a piactue might stm to maintain 
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or even increase the original wort^ of the corporation’s shares, A 
clear statement would show separately the amounts spent for devel- 
opment work. The better type of annual report often give*-* consider- 
able information on work of this sort. 

Depreciation for those equipment or plant units that will not re- 
quire replacement because they are serviceable for the life of the 
mine occupies a position similar to depletion. Allowances for depre- 
ciation reduce net income but not the sums available for distribution 
to the stockholders, unless certain units will require replacement be- 
fore the life of the mine expires. 

In studying the Income account, the conservative practice is to 
regard the net income after depreciation but before depletion as 
representing the balance available for either distribution or the ac- 
quisition of new properties, on the theory that the extent to which 
depreciating assets will require replacement ri unknown to the reader. 
When information is available to show the approximate amount of 
depreciation attributed to assets that will continue serviceable for 
the iife of the mine, such sums can be regarded in the same light as 
depletion in estimating what the security holders may recover from 
the operations. A peculiarity of depreciation practice in mining ii> 
that the plant investment usually has only scrap value after the 
mine is exhausted, and so it must be written off over the life of the 
mine rather than over the normal service life whenever the former 
period is shorter than the latter. 

This description of the character of depletion and depreciation docs 
not justify the suggestion sometimes made that dividends may he 
paid out of the reserve accumulated to allow for tluir accrual. If the 
valuation reserve were reduced by dividends representing a return 
of capital to the stockholder, it would amount to writing up the 
book value of the fixed property, winch should decline with the ex- 
haustion of the mineral deposit. If capital instead of earned surplus 
is being distributed, the proper account to reduce is Capital Stock, 
or an offsetting account, Capital Distributions, may be net up. The 
excess of Capital Slock over Capital Distributions would represent 
the unreturned balance of the stockholders’ investment. 

The Income, account of the mining company differs chiefly from 
that of the ordinary manufacturer in the presence of depletion and 
the similarity between depreciation and depletion in the former. 
Because tjhe larger^oil companies have pursued a policy of replac- 
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ing plant and crude oil reserve^ they are different from the usual 
concern operating a mineral deposit with a relatively limited life 
expectancy. The depletion, depreciation, obsolescence, and develop- 
ment expenses are all deducted in judging earning power, in spite 
of the indication of concealed income in the large total of these 
charges for some companies. 

For income tax purposes, oil and gas and some mining enterprises 
are permitted to deduct depletion expense as a percentage of revenues 
without regard to the cost or life of the depletable assets. 

Undistributable earnings. After a careful analysis of the oper- 
ations, it is wejl to make allowances on the general principle that all 
realized profits do not reach the dividend stage One engineer esti- 
mates that from 20 to 30 per cent will be absorbed “by more or less 
'"'standard charges and by the ordinary vicissitudes of mining.'' 21 It 
is well to study the profit and loss statement in elo.-e connection with 
the balance sheet. The latter will indicate whether the undivided 
earnings were used as working capital or were tied up in fixed assets. 
If an unduly large percentage is withheld and apparently us£d in 
adding to the fixed assets, it should be discovered whether these 
“additions and improvements" are genuine capital increases or merely 
items that should have been treated as current expenses. 

Unit costs. It is customary to figure the income and the operating 
costs on a per-ton-of-ore basis, and such per-ton figures are useful 
in connection with the problem of mine valuation discussed in the 
early part of this chapter. Per-ton costs can be cheeked against sim- 
ilar figures of the same company in other years Fluctuating prices, 
such as have Ikmm seen in recent years, have made such comparisons 
from yeai to year of little value m measuring relative efficiency. 
Both income and expenses have shown unexpected rises and falls. 
The costs per ton of a company should not, however, increase out of 
proportion to the value of the recovered product. If they do, the 
weakness that may be increasing development costs or decreasing re- 
coveries should lie sought. 

Satisfactory comparisons between different mirnes cannot be made 
on a per-ton basis. Low-grade ore must of necessity show relatively 
low per-ton costs as compared with richer deposits in prder to offset 
the lower value of the per-ton recovery. Consequently, mines with 
a like mineral are more appropriately compared «.on the basis of the 

24 J. C. Pickering, Engineering Analysis of a Mining Sly are, p. 49. • 
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cost per unit of product. If a mine produces at a relatively high cost 
per unit, it will suffer the more from any decline in the price of its 
product. 

Unit co«ts will vary from year to year, being chiefly affected by 
(a) the movement of the general price level, tbl changes in the char- 
acter of the mineral deposit, and (c) the flexibility of costs as the 
volume of production varies As general prices move up or down, 
the cost of supplies will tend to move in the same direction, as will 
the important labor costs, although the movement of the latter is 
much more laggard. The mineral deposit may become more difficult 
to extract as development progresses, although sometimes it becomes 
richer or improvements are made in the method of mining or the 
process of ore treatment so as to reduce costs. The fewer fixed ex- 
penses, such as maintenance or pumping costs, the more likely arc 
total expenses to he adjusted satisfactorily to a reduced volume of 
output in a depression period Thus, the properties of the Kennecott 
Copper Company located in the United States are worked by open- 
pit or caving mining methods, which give flexible operations as well 
as low costs Although the output of its Utah property was only 
69,463,000 pounds of copper in 1933, a 4 compared with 296.625,000 
pounds in 1929, production costs, including all charges except Federal 
taxes and depletion, were 6 45 cents per pound in 1933, or riightly 
less than in 1929.^ 

Another helpful way of thinking of the cost is as a per cent of 
the selling price, or as the operating ratio, u^ed so frequently in other 
fields. In mining also, it shows how well a decline in the price of the 
output can be borne. A mine with an operating ratio of 80 per cent 
loses half its net when prices decline 10 per cent, assuming constant 
costs; with a ratio of 70 per cent, the loss is but one third. The state- 
ment that the company with a lower operating ratio suffers less from 
price declines is the equivalent of the rule that the high-cost producer 
suffers most from lowering prices 

The lack of uniformity in stating costs per unit of output makes 
many comparisons Valueless. Because depletion charges are unstand- 
ardized and represent the writing down of mine valuations, which are 
themselves of*an arbitrary nature, they should be eliminated from 
cost. Income taxes, a inteVest, and, possibly, depreciation, should be 
omitted from costs/ Although there are possible objections, it would 

25 Standard Statistic Company, annual report card for 1934. 



466 


MINING STATEMENTS 


seem best to credit operating cpsts with the value of minor metals 
recovered, such as the silver in some copper miines, and lead and 
zinc in some gold mines. 20 Adopting such a uniform basis, the ana- 
lyst can often work out per-unit costs from the statements. 

A waningVmne. The figures for the Goldfield Consolidated Mines 
Company illustrate the conditions of a mine undergoing the rapid 
loss of profitable ore. The table on page 467 shows how the develop- 
ment work was pushed for a considerable time after the decline 
began. The investor, however, was warned first in 1911, when, al- 
though the net earnings per share were actually greater than for the 
preceding year, the per-ton figure showed a serious reduction in the 
value of the recovered product. The net earnings per share in 1911 
were $2.07 as compared with $2 01 in the preceding year, and divi- 
dends were paid at the same rate &s formerly. The per-ton recovery, 
however, dropped hack from $38.50 to $30.74, h, decline of 20 per 
cent. The condition is somewhat obscured by the reduction that took 
place in per-ton costs. The operating costs as a whole were actually 
somewhat lower than for the preceding years smaller tonnage. The 
initial reaction continued in 1912. when the per-ton recovery shnnped 
to $18.40. 

The figures given cover piactieallv the whole productive life of the 
Goldfield Company, that is, from the completion of the 100-stamp 
mill with a capacity of 650 tons per day on December 26, 1908, 
through the year 1917 In 1914 the company acquired another smaller 
property, the Aurora Consolidated Mines Company, which, however, 
was unsuccessful. 

The surrender to conditions is marked by the action reported in 
the following statement: 

It was found, early in 1919, that it was not advisable to continue the 
operation of the property on company account, mainly for the reasons that 
the production of ore, not only irom ihe company operations, but also from 
lessees, was continually declining, with consequent prohibitive increase in the 
operating cost ; and the value of the ore produced was gradually decreasing, 
resulting in mateiial loss each month. 

2n The weakness of tin-, treatment is seen whenever the bv-prodnot becomes 
of substantial \alue. Thus, in rocent years, International Nickel Company of 
Canada, Ltd, owner of the world’s largest ruck el-copper deposit, has produced 
from a pound and one-half to two pounds of copper fer each pound of nickel. 
In spite of the higher price of nicked, copper is more truly a joint product than 
a by-product. 
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Totals or Averages 2,871622 151,200 S17 81 $19 575 $681 $31,625 $1097 $28,293,207 
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Accordingly, on January 31, ^19, all mining operations were dis- 
continued. A lease was granted shortly to the Coldfield Development 
Company, but this was surrendered at the end of the following year, 
as “it was apparent that the property had been developed as far as 
resources wtfuld permit.” 

Dividends from capital. The general balance sheet of the Gold- 
field Consolidated Mines Company on December 31, 1913, was some- 
what unusual Reference to the Mine Properties shows that account 
written down to $9,297,161 The footnote states that $22,205,485 had 
been deducted a^ representing the exhaustion of ore deposits to date. 
Unfortunately for the correctness of the balance sheet, this account 
was largely restored in 1915, and the account at the foot of the asset 
column, Distributed as Dividends was removed by charging it 
against the surplus which resulted from the restoration. 

THE GOLDFIELD CONSOLIDATED MINES COMPANY 
GeMSIMIj BAlANfF Stfthl 



December 31 1913 




Liabilities 

♦ 

Mine Properties* 

$ 9,297,161 

Capital Stock 

$35,591,480 

Organization Expenses 

4 079,970 



Buildings Equipment, etc 

121 074 

Rescn e^ 


Securities Owned 

836 026 

Income Tax 

12 499 

Pnexpiifd Insurance 

351 

Bullion Tux 

7,269 

Accounts Receivable 

112,506 

Accounts livable 

88,019 

Supplier 

37 622 

Net Amount Realized 


Gash 

383,192 

fiom Operation t 

5,499,104 

Distributed as Dividends 

26 330,471 




$440 98,371 


$41,198,371 


* Mine properties $11 502 f>4(* less amount computed &b reprei >nhng exhaustion of ore 
deposits to date $22,205,485 Balance, $9,297,101 

t* Net amount realised from operations $27 704,589, less amount (oniputed afi repre 
senting exhaustion of oie deposit 8 to date, $22,205,485 Balance, $5 499,104 

The Distributed as Dividends account represented in effect a deficit 
account created by the return of a part of the stockholders’ capital 
through dividends. It might properly have been labeled with the title 
“Capital Returned through Dividends,” offsetting the Capital Stock 
as the Reserve for Depletion offsets the Property account. Although 
such an account title is unusual, it nevertheless represents the facts 
better than “Deficit” does, which ordinarily is associated with un- 
profitable operations — which is not necessarily the case with a mine. 
Where the operation of returning the capital is completed success- 
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fully, this special account would finally equal and offset the Capital 
Stock liability opposite, at least by*the time the property was ex- 
hausted. 

The profit and loss surplus designated in the balance sheet as “Net 
Amount Realized from Operation” is unreal, as is demonstrated 
by the inability of the company to make a sufficient amount during 
the remainder of its existence to write off the balance of the Mine 
Properties. 

Whenever it was the intention of the management to have made 
a portion of the dividends “payable from earnings,” those dividends 
might properly have been deducted from this account, Net Amount 
Realized from Operations In view of the fact that the total of all 
dividends was less than the capitalization, the dividends must be 
regarded as wholly a return of capital — at lea-d from the standpoint 
of the company’s accounts. For the investor, the dividends would, of 
course, constitute income, instead of return of capital, if they had 
exceeded the cost of the stock to him. 

Investors’ dependence on management. There are certain meth- 
ods that may be employed to increase temporarily the showing of 
profits, to the ultimate detriment of the mine, which mutst be kept 
in mind in the study of the earnings statement. J. C. Pickering, a 
mining engineer, mentions the following: 21 

1. Selective mining. A mine might be skimmed by extracting only 

the richest and most accessible deposits This would make a good 
temporary showing, but might prevent the profitable treatment of 
the remaining ore reserves. • 

2. Reduced development • 

3. Employment* of unsuitable mining methods, such as failure 
properly to timber the shafts. 

4. Inadequate maintenance of equipment. 

Some of the above might be discovered by a close analysis ot the 
financial reports. It is clear, however, that iigainst an unscrupulous 
management, the outsider is practically helpless. A designing man- 
agement has been knowji to manipulate earnings up and down for 
the effect on the market price of the shares. It is highly important 
that those who have charge of the venture be worthy of the investor’s 
confidence. • 

27 J. C. Pickering, Engineering Analysis of a Mining Share, pp. 49 and 50. 
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tinder the difficult condition? of 1921, some of the largest copper 
companies that were not forced to close down practiced selective 
mining, which, however, was plainly published. The following com- 
parison of the production of the Kennecott properties in 1920 and 
1921 plainly sets forth the neglect of the poorer property. Had the 
details not been set forth, the higher percentage of assay, 5.20 per 
cent in 1921, as compared with 4.18 per cent in 1920, should have 
been suggestive. ‘ 

KENNECOTT COPPER COMPANY 

1921 1920 



Dry Tons 

Assay* 

Dry Tons 

Assay* 

At Kennecott . . . . 

. . . 229,809 

7 66 

223,009 

9 04 

At Latouche ... . 

168,058 

183 

451,463 

177 

Total 

. . . 397", 867 

520 

67T472 

4.175' 


* Per cent of copper. 


Special considerations in analysis. It will be seen that the finan- 
cial report can be useful in valuing the mining securities, especially 
when supplemented by data on probable ore reserves and factors 
likely to affect future prices of products and costs. Considerable 
reliance upon the integrity ami ability of 1 be management is required. 
The records of both managers and technicians should he sought, for 
past associations, although not proof in this connection, usually con- 
stitute strong evidence. Something of their policies and attitude in 
the matter of dividend disbursements and development work may 
also be learned. 

The person studying mining ventures should always keep in mind 
the distinctive nature of the enterprise — exhaustible assets and, fre- 
quently, high risk. The peculiarities of mining have made luck seem 
important, and the losses of the unskilled have undoubtedly ex- 
ceeded the gains they have made, because consistent profits can be 
obtained only through skillful analysis. There must also be a spread 
of investments to insure any safety. The need for diversification is 
one reason why the very small investor is not likely to invest in this 
field to advantage. The chief reason is, however, that it would cost 
the small investor the same amount of money and effort that it would 
a larger investor to get the same safety. It is improbable that the 
extra return earned on a small sum will justify the cost of a satis- 
factory study. 
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Bank Statements 

Commercial hanks. Banks are one of the three major classes of 
financial corporations chosen for study here. Banking institutions 
perforin various functions. Of chief interest are our commercial 
banks, which receive deposits and make loans Tt is this type of brfftk 
and the Federal Reserve banks that will be considered in this chapter. 
Investment hankers do not engage in what is commonly thought of 
as banking; that is, accepting deposits and making loafls. Instead, 
they ;tre security merchants and purchase corporate and other secu- 
rities which are resold to investors. 

The commercial bank receives funds that individuals and concerns 
wish to be able to use as cash on demand. Such deposits, subject 
to checking, constitute the most important source of the funds held 
by the commercial banks. Time deposits, upon which interest is 
usually paid, are also large. Savings banks specialize in the latter 
type of deposit and are largely mutual institutions Savings and loan 
associations are close kin to the mutual savings banks but have spe- 
cial forms of savings arrangements. They usually specialize in lend- 
ing these savings a** installment residential mortgage loans . 1 

Bank reportn. National banks are required to report their condi- 
tion to the Comptroller of the Currency at various times during the 
year. The call for this report is made on dates chosen by the Comp- 
troller, and the banks are informed as to the date a few days after 
that date lias passed. The law requires that the bank publish the 
substance of this report in at least one newspaper, and the Comp- 
troller publishes various compilations from the detailed reports sub- 
mitted to him. In addition to the reports published by the individual 

bank as required by law, Moody's Manual of Investments is a con- 

« 

1 One interested in reafimg the statements of these associations might study 
Financial Facts about Savings and Loan Associations, published by the United 
States Savings and Loat^ League, Chicago. 

. 471 
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venient source of statement material — usually in a condensed form 
— for particular institutions. 

State banks and trust companies operate under state instead of 
Federal law, and accordingly are required to report to the states' 
supervising officials. Requirements vary in the different states. In 
New York state, reports of a very detailed nature are called for four 
times during the year. The Comptroller of the Currency and the state 
officials co-operate in calling for statements at the end of June and 
of December each year, so that combined statistics for both national 
and state institutions may be had as of that date. Inasmuch as all 
national banks and most of the large state banks are members of 
the Federal Reserve system, the figures published in the Annual 
Reports of the Board of Governors provide information about the 
bulk of both the state and the national systems combined, as well 
as for the Federal Reserve banks. Individual Federal Reserve banks 
publish statement data for the member banks m their teiritory. Most 
useful and inclusive data for both national and state banks are re- 
ported in the Annual Reports of the Federal Deposit Insurance Cor- 
poration , which do not, however, extend back for so many # years as 
the national bank figures used here for illustration. 

Liability classification. Because the investment of the funds of a 
bank is determined by the nature of the liabilities, they will be con- 
sidered first; then the assets m their relation to the liabilities. 

The mam classes of liability items are: 

1. Th^ capital stock, surplus, and undivided profits representing 
the investment of the stockholder, the first being permanent invest- 
ment, the last subject to possible reduction through dividend pay- 
ments or unusual losses, and the second having characteristics partly 
like capital and partly like the undivided profits, because it may rep- 
resent either capital investment or retained earnings. 

2. Obligations, chiefly deposits, which must be met on demand 

3. Obligations, largely deposits, which the bank need not meet 

for more than 30 days. / 

4. Borrowings of the bank. 

5. Liability for letters of credit and acceptances, usually counter- 
balanced by an equal asset of claims agamst customers. 

The combined statements of all national banks, given above, serve 
to illustrate both the various kinds of items that appear in the bal- 
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ASSETS AND LIABILITIES £)F NATIONAL BANKS 


, (Millions of Dollars) 

Assets 1940 1 1950 % 

Loans and Discounts,- Including Overdrafts $ 9,179 $29,277 

II. S. Government Securities, Direct Obligations 7,220 35,688 

Obligations Guaranteed by U. S. Government 1,891 4 

Obligations of States and Political Subdivisions 1,928 4,687 

Other Bonds, Notes, and Debentures 1,648 2,468 

Corporate Stocks, Including Stock of Federal Reserve 

Banks ... * 217 176 

Total Loans find Securities . . $22,085 $72,300 

Cash, Balances with Other Banks, and Cash Items in 

Process of Collection 13,877 23,813 

Bank Premises, Furniture, and Fixtures ... 597 637 

Real Estate and Other Than Bank Premises .... 120 14 

Other Assets Indirectly Representing Real Estate 65 57 

Customers’ Liability on Acceptances Outstanding ... 42 116 

Interest Accrued but not Collected 59 173 

Other Assets 40 129 

Total . $36885 $97240 

=r* : — 

Liabilities 

Demand Deposits (Individuals, Partnerships, Corpora- 
tions) $15,977 $52,053 

Time Deposits (Individuals, Partnerships, Corporations) 7,876 19,011 

Deposits of IT S. Government and Postal Savings 565 1,911 

Deposits of State and Political Subdivisions . . . 2.271 5,707 

Deposits of Banks 6.084 9,135 

Other Deposits (Certified and Cashiers’ Checks, etc.) 302 1,714 

Total Deposits ft $33^074 $89,530 

Bills Payable, Rediscounts, and Other Liabilities for Bor- 
rowed Money 3 77 

Mortgages or Other Liens on Bank Premises and Other 
Real Estate 0.1 • 0.4 

Acceptances Outstanding * 51 135 

Income Collected but* not yet Earned 41 178 

Expenses Accrued and Unpaid ... 50 303 

Other Liabilities ... 189 689 

Total Liabilities $337409 m$U 

Capital Accounts 

Capital Stock 1,535 2,002 

Surplus 1.250 2,925 

Undivided Profits . ..% 468 1,124 

Reserves M 224 278 

Total Capital Accounts $ 3,476 

Total Liabilities and Capital Accounts $36,885 $97,240 

Number of Banks * 5,170 4,965 

• 

t Ah of June 29. • 

t of December 30. 

•In 3 930 demand deposit* — 69,333, time deposits — 20,197. 


Source; Annual Report § o/ the Comptroller of the Currency , 
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ance sheet and some of the proportions that are likely to prevail. 

Stockholders 9 interest. The net worth, or, capital, accounts are 
ordinarily found under four headings: Capital Stock, Surplus, Un- 
divided Profits, and Reserves. Profits appear first in the Undivided 
Profits account. When it is thought wise to set aside some portion in 
such a manner that the stockholders will no longer regard them as 
distributable in the form of dividends, they are transferred to Sur- 
plus, which is regarded as permanent capital. Surplus is used, how- 
ever, to meet unusual looses, and the directors may transfer it back 
to Undivided Profits, except to the extent that surplus accumulation 
is required by law. The figures for all national banks show surplus 
has grown to be more important than stock as a source of funds, 
and for some individual banks it is much more so. Because in the 
case of national banks and of many state institutions, loans to any 
one borrower arc limited to a percentage of capital stock and surplus, 
the extent to which the bank can accommodate the individual bor- 

•i 

rower is gradually increased through the growth of surplus. 

Reserves have become more common in recent years to meet vari- 
ous contingencies and so make it unnecessary to charge special losses 
against the Undivided Profits. In the national bank figures given 
above the Reserves are evidently such contingency, or surplus, re- 
serves and grouped with the net worth items. In published balance 
sheets of individual banks, the^e reserves may be mingled m a single 
figure with certain accrued liabilities, such as reserve for taxes or 
for interest, so that the reader can make no separation. The mixture 
is bad reporting. In such cases, the reader ordinarily excludes the 
item from calculations of book value of the stock but notes its pres- 
ence and estimates, where possible, the amount ?t is likely to add 
to that value. Valuation reserves that provide for loan arid invest- 
ment losses are ordinarily subtracted from the asset and their amount 
not ordinarily disclosed in the published balance sheet . 2 Sometimes 

2 The Chicago National Bank, recognizing the importance of iN allowances 
for possible loan losses, report* d to its shareholders a Loan Valuation Reserve 
of $1,719,980 at the end of 1951, as conipaied with a r°t figure of $81,505,684 
shown in the balance sheet for Loans and Discount ** The Chase National Bank 
of New York reported (1946) that, in addition to the $15,624,000 Roseive for 
Contingencies carried in its Statement of Condition, additional unallocated re- 
serves had been deducted in arriving at awt figures, together with other reserves 
resulting from market value of assets exceeding book value lhat were in excess 
of $20 million Such reserves were exclusive of market appreciation in the bond 
account 
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capital gains on the sale of investments are added to the valuation 
reserves rather than V) Undivided Profits, thereby concealing such 
profits. 

The net worth, or excess of assets over liabilities, serves as a mar- 
gin of safety to depositors. Some states, feeling the need for keeping 
this margin of protection up to a certain point, have had legislation 
requiring that a bank should not accept deposits in excess of a cer- 
tain number of times its capital stock and surplus, such as ten. 3 
If deposits are ten times the capital and surplus, and if the loans 
and investments are approximately equal to the deposits, then a 
loss of over 10 per cent of these earning assets would wipe out the 
margin of protection to the depositors This relation of deposits to 
net worth it? the rough equivalent of the deht-to-net -worth ratio so 
often usocj in other fields of balance sheet analysis. The ignored 
liabilities are the bills payable representing bank borrowing, and 
miscellaneous liabilities, which are usually of minor importance. If 
these should be of first-rate importance, a fairer basis of interbank 
compansons would include all liabilities rather than deposits alone. 
The ordinary importance of the lessor liabilities can be seen more 
clearly from the condensed statement of the national bank figures 
given in percentage form on the next page 

The ratio of deposits to net worth for all national banks was 9 5 
to one at the end of 1940, up to 18.5 in 1945 at the end of World War 
II, and down again to 14.2 in 1950 Dining the 1920’s this ratio ran 
about 6 Because the need for a protecting net worth lies in the possi- 
bility of asset shrinkage*, the higher proportion of cash ajul short- 
term Government obligations in recent yea is lias mluced the need 
by so much. Tins principle applies both to the banking system and 
the individual bank. After the bank crisis m the earl> 1930’s, lending 
opportunities shrank; but bank deposits expanded as the Govern- 
ment pursued a policy of deficit-financing. In the w r ar years between 

** For historical material and discussion, see T( iland Robinson. “The Capital- 
Deposit Ratio m Bank Supervision,” Journal of Political Economy, February, 
1941, pp 41-58 For a fciore recent anahsis prepared for the Illinois Bankeis 
Association, w e G A Fireman, Jr . The PiobU m of Adequate Bank Capital. 
(The author, Fust National Bank, Chicago.) 

Laws requiring a minimum capital stock or the accumulation of a certain 
surplus m relation to the capital stock fail to meet the needs for establishing 
a safety margin in nlatwn to deposit s The foimer requneinent might prevent 
uneeonomieally small bank?, were not the minimum *fetock under both state and 
Federal laws so low as to be doubtful \alue 
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1940 and 1945, bank assets anj } deposits more than doubled as the 
deficits accelerated In these years the growth >n bank net worth was 
far outstripped by deposit expansion In the five postwar years 1946- 
1950, the total volume of bank credit stabilized, but a substantial 
amount of Governments was disposed of as loan demand increased 

CONDENSED PFRCENTAGr STATrMFNT OF CONDITION 
' FOR AIL NATIONAL BANKS 


Aw fs 

195o ♦ 

1945* 

1940 1 

Cash and Due from Banks 

24 5% 

22 3% 

37 6% 

U S Government Obligations 

36 7 

56 9 

24 7 

Other Securities 

75 

45 

10 3 

Loans and Discounts 

301 

154 

24 9 

Red Estate 

07 

06 

21 

Miscellaneous Assf ts 

05 

03 

04 

Total 

WOOVc 

100 0# 

100 0# 

„ Liabilities 




Deposits 




Demand 

713# 

761% 

67 0% 

Time 

20 8 

181 

22 7 

Bills Payable ind Rediscounts 


• 


Other liabilities 

1 4 

07 

09 

Oapitil Stock 

2 1 

1 8 

42 

Surphis Undivided Profits md Reserves 

44 

33 

52 

Total 

100 0# 

100 0'_ 

100 0'r 

Total Assets (millions of dollars) 

~97 240 

90 516 

16 885 


* An of l>f*(tmber JO 
t As of June JO 


Because the ecd for an ownership equity is to piolect depositors 
against asset shrinkage some piefcr to eornpaiCit with the “risk 
assets” rather thin deposits These are defined w assets other than 
cash and Go\ tinmen h The mcasuie is an improvement o\ei the 
depositfe-to-nct woith latio i It hough it is still i crude one because 
it ignore^ differenees m tlu quality of the risk assets end the risk ol 
loss on Government obligations wheie a bank ma> be obliged to 
sell before maturity at less than eost Thi-i ratio shewed no increase 
m risk during the 1930 s * and the Wai penod as might appeal from 
the less ieviahng dcpobits-to-net-worth ratio It was substantially 
the same figure in 1945 as in 1940 but n>t from 4 l to 6 0 between 
1945 and 1950 while the d(])osits-to-net-wortn ratio was falling 
Bank management probably should limit its exposure to asset loss 
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to that part of its ownership equity r gpresented by surplus, undivided 
profits, and reserves \ 

Occasionally, preferred stock is found m the net worth section 
although its use is exceptional in normal times When, after the bank- 
ing moratorium in 1933, net worth was found to be nnpaned for 
many banks, the Federal government made ad\ ances by purchasing 
preferred stock through the Reconstruction 'Finance Corporation 
Most of these amounts have been repaid r 

Demand and time liabilities. The liabilities are almost entuclv 
deposits In most published statements except where the form of 
publication is prescribed by law, there is but a single heading, 1 Df- 
posits,’* although a separation of demand and time deposits is de- 
sirable 

In the detailed reports however theie will be listed the following 
kinds of deposits, which are the chief bank liabilities and the nature 
of which should shape the character of the bank s asset* 

Demand Deposits 

Indiwduah pat tnu ships and corporations 

Brute d States Go\ eminent 

States and politic al subdivisions 

B\nk& m the United States 

Banks in foreign countries 

Certified and cashiers’ checks, etc 

4 The twin problems of investment n^k and liquidity for banks tan be 
studied in II E Bidgei tnd H O (luthmtnn Imtstmini Punt i pit $ and Prat - 
tict s (>.(vv York Prc ntito-IIal! Inc 4th cd 1951) pp 770-780 imi^mon lull\ 
it Rol md I Robinson The Mariam ment of Hank bund (]Sl^ Yfoik McGnw 
Hill Book Co Inc 1951) In 1945 the Federal Deposit Insurance Corporation 
irgucd igunst i rigid capitil (net worth) to risk t require merit on the further 
grounds that rash and Governments (nourish assets) (ould rr idilv be ‘onverted 
into nsk isseta Annual R< port, l l P f ) pp 8-10 Its 1950 innuil report showed 
the ivrnge per cent of capit il to nsk issets (the rttiproc il of the i itio is stated 
in the text above) tor all insured banks hid dr (lined fiorn 20 3 per cent in 1947 
to 17 1 per (di! m 1950 The ritio varied widf Iv imong various states iiom over 
20 per cent in Dclnwire Pennsylvania and A* Finals to 12 3 per cent m Cali 
foinu ind 10 3 per cent Arizona 

* The Reconstruction Mnmce Coipoi mon during the dc prcssion vears cf the 
eirlv 1930s invested more ill m $1 billion m the capital of ibout 6 000 banks 
By the end of 1950 this had been reduced to S9S million m 423 banks Ann lal 
Report of the Federal Deposit Insurance Corpoiation 1)50 p 17 In reading 
the balanee sheets of banks showing such preferred steuk it is **,scntnl to re- 
member that its par oi stated \ due may be nominaj To calculate book equity 
for common stock, the red< mption v line including any accumuhted dividends, 
must be deducted fiom # the total net worth 
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Time Deposits (payable after 30 days or more notice) : 
Individuals, partnerships, and corporations 
Postal Savings 

States and political subdivisions 
Bankg in United States 
Banks in foreign countries 

Demand deposits may on occasion also include certified and 
officers' checks, cash letters of credit, travelers' checks, and dividends 
payable. Time deposits may include Christmas savings accounts and 
deposits accumulated for the payment of personal loans 

Of these items classed as “Deposits” in the condensed balance 
sheet, there are throe which ordimnlv will h* the mo&t important. 
They are : 

1. Demand deposits, subject to check, from ordinary customers. 
(Such aecoftnt* are called “Individual” by ihe banker, whether they 
are with individual person^ or with corporations, as distinguished 
from accounts with other banks ) 

2 Time deposits, which aie usually interest-bearing and*not sub- 
ject to check, fiom ordinary customers. 

3. Amounts due to banks and bankers. 

In an active city bank, the demand deposits ol its customers will 
be the most important source of loanable funds In a village bank 
or a city bank that caters to savings accounts, the time deposits 
might be* larger The deposits arc important to the banker as the 
source of most of his loanable funds, and their growth is studied as 
one of the criteria of a bank's success 

Amounts due to banks and bankers are likely to be large only in 
the case of metropolitan banks that hold deposits from banks in 
other parts of the country Such deposits are used to pay claims to 
other banks when customers' checks are deposited in other commu- 
nities. For certain state banks, part of these deposits may count as 
a portion of their legal reserve against their ow r n deposits as a matter 
of state law. Deposits are carried by member banks in the same way 
and for the same purpose with the Federal Reserve banks. For na- 
tional banks and other members of the Federal Reserve system, only 
deposits carried with the Federal Reserve banks count toward the 
legal reserve requirements. 
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When a person with a deposit to^make does not wish to open a 
bank account, he may be given a certificate of deposit payable on 
demand. Such a certificate might be purchased for the purpose of 
sending a remittance through the mails. Again, a time certificate may 
be used as an interest-bearing deposit payable after -ome stipulated 
interval, such as six months. 

When the bank certifies a customer's check, it charges his account, 
and the check becomes a liability of the bank until it is paid. Cash- 
ier's checks are checks issued by the bank on itself, sometimes in pay- 
ment of its own bills, sometimes to customers who prefer this instru- 
ment to the certified check in making a remittance by mail. 

Accrued liabilities. The accruals are of minor importance and, 
like those of other businesses, include accrued taxes and other ex- 
penses. Accrued interest liability rs owed chiefly to depositors, who 
are credited semiannually for the most part. The liability Unearned 
Discounts represents deferred income. Thus, if a bank has # discounted 
a $2,000 60-day note at 6 per cent on June 15, only one fourth of the 
discoilnt of $20 would be earned on June 30. On the latter date, the 
bank’s statement should include $15 as its liability to customers for 
unearned discounts. 6 

Bank borrowings. Banks may obtain additional funds by borrow- 
ing from other commercial hanks or, if members of the Federal Re- 
serve system, from their Federal Reserve bank. This may be done 
either on their own note or by rediscounting some of ihe notes from 
their own portfolio. Where the banks own note is employed, the 
liability “Bills Payable" will appear, and the borrowing lyink will 
usually pledge some of its assets as collate! al. • 

Although the liability of the bank is only contingent when the 
bank rediscounts the notes of its customers, the amount is always 
shown among the other liabilities, as: 

Notes Rediscount ed at Federal Reserve Bank 

6 Sometimes certain deposits, such as those by the Federal government or 
local municipalities, mat be secured hv a pledge of securities Smh pledged 
assets will be indicated m footnote* Until 1935. one secured liability was the 
notes issued by the National banks and used by the public a& currency Certain 
“Circulation privilege” U. IS. bonds and a redemption fund were deposited as 
security with the ft. S Treasury. The profit lay m any excess of net yield from 
the bonds over the costs taxes connected with note issuance, and the loss 
of income from funds tied up m the redemption ftind Bank notes are now 
issued only by the Federal Reserve banks. 
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Consequently, the rediscounted notes still appear under the loans 
and discounts, and the net amount in the bank’s portfolio would be 
obtained by finding the difference. Similarly, when acceptances are 
sold with an indorsement, so that a contingent liability exists, this 
responsibility appears among the liabilities offsetting the sold accept- 
ances, which continue as an asset. Upon maturity, the contingent 
asset and contingent liability both disappear. 

A third form of borrowing is the “sale with agreement to repur- 
chase. ” In this case, the bank needing funds makes itself liable to 
repurchase the securities it is selling in order to realize cash, and 
the liability for “Agreements to Repurchase Securities Sold” is placed 
next to “Bills Payable and Rediscounts.” The actual securities con- 
tinue in the balance sheet as an asset blit, like the rediscounted notes, 
are offset by a counterbalancing liability. 

When banks borrow. Ordinarily, banks avoid borrowing, except 
when located in small communities where the available funds are in- 
sufficient to meet the needs of business. Thus, in agricultural commu- 
nities where extra fund*- are needed at the crop-moving reason, 'some 
banks borrow with seasonal regularity. In such a case, jiie bank 
with limited capital and deposits 1^ able to ^erve the community as 
it should only by borrowing from the larger city banks. It may, how- 
ever, share some of its loans with these latter banks. 

The larger bank^ and city bunk'* in general avoid borrowing ex- 
cept wiien acute financial conditions make it imperative, and then 
they bend every effort toward repayment. This general policy has 
led some ,banks to emphasize their freedom from borrowing by en- 
tering the “Rediscounts and Bills Payable” title among their liabili- 
ties with a prominent “None” after it. However, banks and the busi- 
ness community should be careful nut to cast reflection upon bank 
borrowing that will result in undue avoidance by banks of the use 
of this resource. A bank which fails to use its reserve of borrowing 
pow’er in a crisis wiien its sound customers need the help is failing 
to render the service it should. Although no rule exists, it is generally 
felt that borrowing of banks should be limitcd^to an amount equal 
to their capital stock and surplus. 

Letters of credit. Travelers’ letters of credit and travelers’ checks 
are sold for cash, and the bank becomes liable for the sum. Such a 
letter is similar in effect to a certificate of deposit and is an ordinary 
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liability. The great bulk of letters of*credit, however, are commercial 
letters of credit, which are merely authorizations permitting the 
creditors of the bank’s customers to draw drafts on the bank under 
certain conditions. Thus, an exporter of coffee in Brazil draws a 90- 
day draft on the bank of a New York importer. Inasmuch as this has 
been authorized under a commercial letter of credit, the Brazilian is 
assured of the acceptance and the final payment of his draft. The 
New York bank accepts the draft, thereby creating what is known 
as a “banker’s acceptance.” It is understood that shortly before the 
draft comes due, the importer will provide the funds for the payment.. 
The bank, if it has not misjudged the ability of the importer, has 
earned a commission by letting its customer make use of its credit. 

The contingent liability for commercial letters of credit issued but 
not used J)r dravm against, or for a similar credit opened for the 
customer with a foreign bank but not used , is omitted from the face 
of the statement. The item is entered only after the dn*ft has been 
actually accepted by the bank Travelers’ letters when issued not for 
cash but under a guaranty or deposit of security are similarly 
treated; that is, entered only when drawn against. 

After the acceptance of a draft, the assumption of the liability for 
the customer is shown as Acceptances. The bank has not advanced 
any funds, and it expects to be placed in fumte by the customer be- 
fore it is called upon to meet the claim. The liability is counterbal- 
anced by the equal liability of the customer to provide funds for 
the payment of the acceptances at maturity, the latter being show r n 
on the asset side. If the liability item exceeds the a^set ikum as is 
sometimes the case, the excess indicate^ that the customer has antic- 
ipated payment and liquidated his liability. Sometimes the accepting 
bank purchases its own acceptances in advance of maturity. Such a 
policy is illustrated in the statement of the National City Bank of 
New York, which showed the following net liability on December 
31, 1951: 

Liability on Acetfytances and IK $31,574,858 

(Own Acceptances* m Portfolio Deducted- -$12,992,281) 

Accountability in trusteeship* Although the responsibility of the 
trustee is an accoun^ibilfty rather than a liability, it is appropriate 
to mention the matter at this point before vte pass to the discussion 
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of the assets. A number of state and national banks exercise trust 
company functions, but it is not customary for them to show the 
amount of their responsibility in their statements, although it would 
be of interest to know the relation of that figure to the bank’s net 
worth. The Comptroller of Currency reported that national banks 
with fiduciary powers held investments amounting to $18.4 billion in 
living and court individual trusts, whose total assets were $34.6 
billion on December 31, 1950 7 Assets left with an institution to be 
administered as a trust fund are not the property of that institution; 
nor does the institution lender any of its general assets liable to 
seizure by the beneficiaries of the trust, so long as the terms of the 
trust are faithfully carried out, and ihc general laws governing trus- 
tees are kept 

Because the bank has a financial responsibility for the proper 
administration of trust assets, their total should appear in connec- 
tion with the balance sheet This principle explains the value of 
stating the total amount held in trust, as illustrated by the state- 
ment (December 31, 1951) of the National Trust Company, Ltd , a 
Canadian company that does no commercial banking TJje liability 
side of the balance sheet shows little save net worth, as follows: 


Capital Stock (par S1G) 

S3 000 000 

Resent* Fund 

3 000,000 

Piofit and Loss 

594 310 

Dividends Pivable 

75 000 

Reserve tor Income Taxes 

186 1&5 

, Total 

S6 855 475 


But fmther responsibility for trust funds is stated as: 

Tniht Deposits S 29 653,420 

Rstates Trusts and Agencv Accounts 373,851,278 

These funds would be balanced by investments and cash held for 
the beneficiaries of the several trusts 

Order of assets. Report forms used in staL and Federal super- 
vision call for the assets in a paiticular <rder and detail, but it is 
becoming customary in statements published in the press to condense 
the items and arrange them m the order of their liquidity. Before 

Annual Report oj the Compti oiler oj the Currency, 1960, pp. 192-193. 
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analyzing the relative merits of the yarious forms of investment and 
the proper proportion for the various assets, a brief explanation of 
the various items in the order of their liquidity will be made. 

Cash and cash ‘items. The cash may be subdivided according to 
whether it is in some of the various forms of coin or paper currency. 
In the class of items that serve the same purpose as cash are the 
balances carried with the Federal Reserve Rank and with other banks 
and bankers. There are also items which are in the course of collec- 
tion, such as “checks on other banks,” “exchanges for the clearing 
house,” and the like. Although it has been stated that such of these 
items as arc not cash serve as cash, there are certain distinctions 
that will be drawn later in the discussion of reserves 

United States obligations. Because of their high-grade character 
and ready marketability, United States Government securities might 
rank next as a cash resource. Actually, long-term bonds are subject 
to considerable fluctuation as a result of changes in market interest 
rates. Thus, if net yield rate* change from 3 to 4 per cent, a 20-vear 
3 per* cent Government bond would drop from 100 to 86.32. or 13.7 
per cent. Consequently, a bank seeking market price stability would 
purchase short maturities, say of three years or under, winch fluc- 
tuate least in price when interest rates change. For this purpose. 
Treasury bills and certificates, which are limited to one year their 
maximum duration, are especially desirable. Treasury notes and 
bonds are also satisfactory when they approach their maturity, or 
have been called for payment at some near date, or are likely to be 
called because of a high coupon rate and a favorable market. The 
desirability of short maturities is particularly evident in times of 
subnormal interest ‘rates. At such times, the risk of rising rates and 
declining bond price?* leads to a scramble for short maturities that 
pushes their yield very low. This low return is regarded as preferable 
to the higher return on longer maturities because the latter is coupled 
with the risk of market decline. An adequate bank balance sheet 
would segregate short-term issues from long-term bonds. 

Loans and discounts. “Loans and Discounts” is the title given 
to the loans that the hanks make and does not include securities, such 
as bonds. They are ordinarily for a relatively short period, usually 
averaging less than three months. The most important items in ordi- 
nary times are loans iflade to the bank’s own customers: commercial 
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and industrial, m large urban centers, agricultural, m farm country. 
These are typically unsecured promissory nojes signed only by the 
borrower (single-name papei) and based on hi* financial standing 
Such paper may on occasion be tw o-name, where the borrower dis- 
counts notes' or diafts from his customers or has obtained an accom- 
modation indorsement Some loans are secured by evidences of title 
to merchandise, *uch as warehouse receipts Collateral loans, which 
are secured by stocks and bonds, may represent business or personal 
needs but aie most likehy to be to brokers for financing security 
transactions Loans on leal estite mci cased in relative importance 
as the \olumc of communal and indiistnal lending shrank during 
the 1930’s Unlike most other bink loans these are typically of long 
maturity Other type* of loan such as bank acceptances commercial 
papei bought m the open market, and loans to banks are ordinal lly 
small 

The character of loans \<uu> not only from bank to bank but 
al*o from time to time Consequently the accompanying figures of 
loan* for ill nation il banks gnen here for illuviation give a picture 
of relative importance that is subject to consult ’able change 

I04NS AND Disc C)1 NTS Oh All NATION A1 BANKS 
Vs o* DurMBin 10 1050 
(Millions of Dollars^ 

Commoicnl ind Industiiil loins (Including Optn MirDt Piper) 

Loans to h itnieis 

Ouiru%tied b\ the ( ornrn >dit\ Credit C ori> 

Othei I oms ♦ 

Loins to Brokers ind Dealers in Stcmities 
Othti Loins tor ( mving Stocks Bonds tnd Other bee unties 

Re il 1 st do I o ms 

Soured 1 a 1 irm I md ind Imprm r ments 
be cured bv Resident nl Propertus (Other than Farms) 

Secured by Other Projcrtus 
Other Loins to lndmduds (i onsumer Loan**) 

Loans to Banks 

All Other Loans (Including Overdrafts) 

Less V dilation Reserves 
Total Loans and Discounts* 

Source Annual Report of^th* Comptroller of Cvmney p 127 


$13 402 


197 
1 229 
725 
524 


371 
5 461 
1 146 
5 669 
40 
902 

$29666 

3S8 

$29278 
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The importance of the ordinary commercial and industrial loan 
is apparent. The growth of real estate and personal consumer loans 
is a relatively recent development. Consumer loans were formerly 
felt to be the province of the automobile finance and personal loan 
company. Real estate loans were deemed too unliquid to be suitable 
for the commercial bank. Until 1927, national banks were not per- 
mitted to make such loans. Under the present law. loans upon im- 
proved property arc permitted up to 50 per cent of the value for not 
over five years, or up to 60 per cent for ten years if installment re- 
payments are made to retire 40 per cent or more of the loan by 
maturity. Larger loans for longer periods are permitted if covered 
by Federal Housing Administration or Veterans’ Administration 
mortgage insurance. Total real estate loans are limited to not molt 
than the bank’s capital and surplus, or 60 per cent of its time de- 
posits, whichever is greater. 

The commercial bank will invest its funds, as far as possible,. in 
the paper of its own customers — first, because it normal!/ yields the 
higher rate of return, and second, because the banker owes it to the 
community from which he derives his deposits and capital to aid in 
its growth insofar as sound banking principles permit The limita- 
tions upon this policy are discussed below in connectiun with the 
subject of reserves and “secondary” reserves. 

Investment in securities. It is clear that then* loan 4 ? and dis- 
counts, save for the real estate loans, should, if properly made, be 
of a comparatively liquid nature, and would through their maturity 
provide funds in a relatively short time in ease of need. Investments, 
which ordinarily are understood to consist entirely of bonds* are also 
frequently spoken pf as liquid, but liquid in a different .^ense. Cash 
may be realized on them, not because of their short maturity, but 
through their salability. A sale may, however, involve loss. This dis- 
advantage has been keenly felt by some banks that, in dull periods, 
have invested in bonds only to find in an ensuing period of business 
activity that they were obliged either to take a loss on these invest- 
ments or to forego possibilities of. taking profitable commercial loans. 
For this reason, it is m«;c accurate to say that these holdings are 
marketable, rather than liquid, save for that portion of the holdings 
that because or short maturily and high quality possesses price 
stability. * 
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The more conservative practice is to carry bonds at cost or market, 
whichever is lower. Since 1938,Aowever, member banks of the Fed- 
eral Reserve system have been permitted to carry bonds of invest- 
ment quality at cost even though market is lower. 8 The need for 
liquidity suggests the desirability for a “cost or market, whichever 
is lower” rule of valuation. The situation differs from the more per- 
manent investment position of the savings bank and the life insur- 
ance company, which disregard market fluctuations so long as the 
bond is good. 9 The regular amortization of premium or discount (i.e., 
writing off a fraction of the same each year) is a regular part of the 
accounting for these latter institutions. 10 

The high proportion of United States obligations shown in the fol- 
lowing table of national bank investments began during the first 
World War, when the banks purchased large blocks of Liberty Bonds, 
but took on new impetus with the deficit-financing of the J 930’s. The 
issues with short maturity are •especially suitable. 

The remainder of the list is diversified but relatively of much less 
importance. The rise of corporate income tax rates has made tax- 
exempt municipal bonds of more interest than formerly. Both civil 
and corporate bond holdings are likely to be of high quality after 
the unhappy experiences of the banks with inferior bonds in the 
early 1930V The stock of Federal Reserve banks is a compulsory 
investment for national and other member banks. Other stock invest- 
ments are forbidden save as they represent collateral taken over on 
secured loans in default. 11 Such holdings must be disposed of 
promptly. 

8 The purchase rf other bonds is prohibited. Bonds that lose their rating after 
purchase are valued at the average market price for the eighteen months just 
preceding examination and 50 per cent of net depreciation deducted in com- 
puting net sound capital. Total depreciation is treated as a loss for securities in 
default and stocks. A somewhat similar ruk was invoked temporarily in 1931, 
when the Comptroller of Currency ordered that national banks should be per- 
mitted to carry Government, state and municipal, and other bonds of the four 
highest ratings (e.g., Moody’s— Aaa, Aa, A, and Baa) at their book value and 
disregard market fluctuations. 

9 See below, pages 519-520. 

10 Commercial banks are, however, required to amortize bond premiums un- 
less they charge them off at the time of purchase. 

11 Minor exceptions are made for the stock of (a) corporations conducting a 
safe deposit business, (b) banks engaged in international or foreign banking, 
and (c) national agricultural credit associations. 
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The following is a table of investments held by all national banks: 

INVESTMENTS OF NATIONAL RANKS* 

(Millions of Dollars) 

1940 t 1950 1 



Amount 

% 

Amount 

% 

U. S Government Obligations 

$ 7 220 

55 9 

j $35,692 

830 

Govt Guaranteed Obligations 

1,891 

14 7 

Fedeial Agencies — not Guaranteed 

262 

20 

• 


State & Municipal Bonds 

1,928 

14 9 

4,687 

10.9 

Railroid Bonds 

485 

38 

\ 


Public Utility Bonds 

346 

27 



Indus! rial Bonds 

353 

27 

/ 2,468 

5.7 

Other Bonds 

84 

07 



Foreign Bonds 

Fedeial Reserve Banks and Other 

118 

09 

/ 


Stocks 

217 

1.7 

176 

"0.4 

Foreign Starks 

1 




Total Imestments 

$12,905 

1000 

$43^023 

mj 

t As of June 30 
t As of De< ember 30 


* 

• 



* Arihual Report ft of the ( omptroller of Currency , 1940, 1950 

Return from loans and investments. Although the individual 
banks do not publish details of earnings, combined figures for na- 
tional banks are reported by the Comptroller of Currency, from 
which the figures on page 488 have been computed to show the 
earnings from loans and discounts and from investments for the 
period 1929-1950. The return on loans and discounts is generally 
higher than the return on bonds Loans and discounts often have the 
further advantage of bringing the bank profitable deposit balances, 
but they require greater care and expense in their management. The 
low return on investments, which are very largely bonds, is due to 
the heavy proportion of United States obligations, which increased 
considerably after 1930 and showed much lower yields after 1929. 

Real estate. The banking house with its furniture and fixtures 
may be listed as such, or as real estate It is not usual for a bank 
to hold other real esiate. In fact, national banks are not permitted 
to hold other real estate,# except as it happens to be acquired in the 
satisfaction of some debt they are collecting. Even then they are 
required to dispose of such real estate within five years. This re- 
quirement is based oa souid principle, in that it aims to keep bank 
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assets in a readily convertible form. The item "Other Real Estate” 
generally increases during a peribd of business depression if any sub- 
stantial holdings of real estate mortgages are present. 

GROSS AND NET RETURN ON LOANS AND INVESTMENTS 
, OF ALL NATIONAL BANKS* • 

1929-1950 

(Percentages) 


Years , — Loans and Discounts — , , Investments 


ended 

Inter - 


Recov- 

Bal- 

Fnt. & 



Recov- 

Bal- 

Dec. $1 

est 

Losses 

eries 

ance 

Divds . Profits Losses 

eries 

ance 

1929 . 

6.13 

.62 

.11 

5.62 

4.52 

.57 

0.94 

.13 

4.28 

1930 . 

5.63 

.92 

.11 

4.82 

4.56 

.60 

1.05 

.10 

4.21 

1931 .. 

. 5.18 

1.62 

.13 

3.69 

4.15 

.58 

2.47 

.13 

2.39 

1932 . 

. 5.34 

2.49 

.17 

3.02 

4.07 

.53 

2.51 

(a) 

2.09 

1933 

. . 4.78 

3.56 

.22 

1.44 

3.60 

.67 

3.23 

(a) 

1.04 

1934 . . 

4.68 

3 85 

.41 

1.24 

3 39 

1.29 

2.23 

(a) 

2.45 

1935 . 

4.58 

215 

.64 

3.07 

2.91 

1.66 

1.07 

(a) 

3.50 

19315 

4.49 

2.00 

.90 

3.39 

2.70 

1.31 

.76 

1.00 

4.25 

1937 . 

4.35 

.84 

.58 

4.09 

2.65 

.56 

.76 

.28 

2.73 

1938 

4.39 

.94 

.38 

3 83 

2.55 

.82 

.96 

.28 

2 69 

1939 

4.47 

.77 

.46 

4.16 

2.37 

1.00 

.87 

.27 - 

2.77 

1940 

4 41 

.62 

.39 

4.18 

2.18 

.81 

.83 

.31 

2.47 

1941 

3.89 

.30 

.24 

3.83 

1.84 

.50 

.58 

.30 

2.06 

1942 

4.23 

.42 

.40 

4 21 

1.29 

.11 

.27 

*13 

1.26 

1943 

3.63 

.43 

.53 

3.73 

1.46 

.16 

.19 

.17 

1.60 

1944 

3.29 

.37 

.46 

3 38 

1.50 

.16 

.16 

.12 

1.62 

1945 

2.97 

.24 

30 

3.03 

145 

.28 

.15 

.11 

1.69 

1946 

3.33 

.29 

.27 

3.31 

1.56 

.21 

.15 

.07 

169 

1947 

368 

.38 

.23 

3.53 

1.61 

.14 

.16 

.06 

1.65 

1948 

3.95 

21 

.13 

3 87 

1.64 

.09 

.14 

.06 

1.65 

1949 

4.13 

.25 

.25 

4.13 

107 

.09 

.05 

.02 

1.73 

1950 , 

. 4.25 

.15 

.15 

4 25 

1.65 

.14 

.06 

.03 

1.76 


(a) Recoveries and profit not reported separately. 

* Compiled from Annual Report h of Comptroller of Currency Based on average asset 
figures through 1940, and December 31 figures thereafter. 


The valuation of the real estate should be studied over a series 
of years. Occasionally a bank writes this asset down year by year 
by excessive amounts, so that in some cases it stands at a nominal 
value. Some argue that this hidden “reserve” is doubly desirable. 
First, it is pointed out that a banking house is a specialized structure 
that would have little use except for the purpose in hand and that 
is not likely to be worth cost in case of liquidation ; and second, that 
in the face of some special emergency, such as a defalcation, this 
asset might be increased once more on the’ books, thereby offsetting 
the loss and preventing the wiping out of surplus. Because such a 
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writing down of real estate is arbitrary, it can be detected only by a 
careful examination y^ar by year, and should be watched, because it 
will understate the undivided profits on the opposite side of the 
statement. 

Reserves and deposits. For the banker, the term “reserve” has a 
meaning that is closely akin to that of popular usage, and is applied 
to certain of the assets. The actual, or “primary,” reserve of a bank 
is the cash that it keeps on hand, together with its balances in other 
banks. It is used to meet the day-to-day demand of its customers 
either as withdrawals are made over the counter or through the 
presentation of checks by other banks. Under the amended Federal 
Reserve Act, banks that are members of the Federal Reserve system 
are required to keep an amount equal to a certain per cent of tHfeir 
deposits ofi deposit with the Reserve bank, which balance is known 
as the legal reserve. The various states, in prescribing the minimum 
reserve for banks incorporated under the state law, include, in their 
definition of reserve, cash in vaults and balances kept with certain 
specified banks designated as legal depositories. 

The need for reserves will vary with the character of the deposits. 
Larger reserves for demand deposits than for time deposits are essen- 
tial for safety. Again, in large cities, w T here depositors’ balances are 
likely to vary the most in size, the need will be greater than in a 
smaller place with less active accounts of more uniform size. An ex- 
ceptional small bank comes to mind at this point. Its statement 
showed a reserve that would have appeared high for a lar^e metro- 
politan institution. Inquiry developed the fact that # this bank held 
a very large deposit from the state, against which it was necessary 
to hold an almost 100 per cent reserve. The receivership of another 
bank of substantial size was precipitated during a period of difficulty 
because of the decision of municipal authorities to withdraw large de- 
posits. The legal reserve requirements may under different conditions, 
then, be more or less than adequate for safe banking. 

The minimum ratios of legal teserves to deposits required under 
the Federal Reserve system are currently as follows: 12 

12 Federal ReseA>c Bulletin, May, 1952. p. 404. Reserve requirements for de- 
mand deposits m suburban b Aiks located in reserve and central reserve cities 
may be lowered with the consent of five members c i the Board of Governors. 
Requirements are changed from time to time by action of the Board as a matter 
of credit policy. * 
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Percentage Percentage 

Demand Time 

Deposits Deposits 

Central Reserve City Ranks (New York and Chicago) 24 6 

Reserve City Banks (includes banks of about 60 cities) 2Q 6 

Country Banks 14 6 


The combined national bank statements, given above, show total 
reserves of 26.6. per cent (23,813 ^89,530) against all deposits in 
1950 and 42.0 per cent in 1940. Legal reserves would consist only of 
balances on deposit with Federal Reserve banks, and to find the 
legal reserve ratio they would be compared with net deposits; that 
is, after subtracting cash items in the course of collection, technically 
known as “float.” 

^Secondary” reserves. The second line of defense consists of 
loans and discounts and bonds which may be turned into (ash when- 
ever necessaiy upon short notice. Since the passage of the Banking 
Act of 1935, the Federal Reserve banks have been permitted to make 
advances upon almost any type of bank asset: long maturity loans, 
real estate loans, civil and corporate bonds, collateral loans, and in- 
stallment paper. This broadened power is particularly useful in an 
emergency. The commercial banker will feel greater assurance, how- 
ever, in seeking Reserve bank accommodation when he presents 
short-term commercial and agricultural paper, the normal repay- 
ment of which will liquidate his own obligation The conservatively 
managed bank will try to have a fair proportion of its loans of this 
sort, and in case such paper is not to be had from the regular cus- 
tomers ot the bank, it may purchase the offerings of a commercial 
paper house, "flic commercial paper house acts as a merchant of 
commercial paper selling the short-term, single-name paper of con- 
cerns with a high credit standing without indorsement to banks 
throughout the country. Such purchased, or open-market, paper 
characteristically pays less than direct loans to customers of the 
bank and brings no profitable deposit balances with it. 

Marketable bonds to tht extent of their market value are also a 
valuable support to cash. Previous comments as to the need for high 
quality and short maturity to insure price stability should be kept 
in mind. Because of the difficulty of selling large amounts of bonds 
without disturbing the market, the major nietrqpolitan banks occupy 
a more difficult position' than do smaller banks. The active and broad 
market for short-term United States obligations, which has the sup- 
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port of the Federal Reserve banks, if especially helpful and explains 
the higher proportion *of such securities held in New York and Chi- 
cago where many of the deposits of other hanks are held. Cash needs 
have been met in recent years more often by the sale of Governments 
than by borrowing from the Federal Reserve banks. 

Sound policy would dictate that demand deposits be invented in 
loans and discounts, other than real estate loans, and in short-term 
investments that are both marketable and stable in price. During the 
extreme convulsions leading up to the 1933 banking moratorium, 
United States Government obligations were virtually the only secu- 
rities meeting this standard. For time deposits, more permanent in- 
vestments in the form of real estate loans, term loans running for 
more than one year, and high-grade bonds would ap]>ear suitable. 
The parallel between time deposits and investments on the one hand, 
and demand deposits and loan* on the other, could be traced in*the 
national bank figures of the 1920’s Since then*, loans and discounts 
have 'included a growing amount and variable proportion of mort- 
gages and terms loans that are more suitable for the investment of 
time than demand deposits. On the other hand, a varying proportion 
of the investments have been short-term Governments suitable for 
secondary reserves needed for demand deposits. Consequently, the 
study of the relation of lending and investment policy to type of 
deposits is not readily made in the balance sheet figures generally 
available. 

In the case of mutual savings banks accepting only time deposits, 
long-term investments have had a favorable reeord # The fieavy in- 
vestment of the mutual savings hanks in real estate first mortgages 
and bonds and the relative stability of their deposits in the difficult 
period 1929-1932 are shown in the accompanying condensed com- 
parative balance sheet. But commercial banks subject to heavy with- 
drawals in a period of suspicion have found time deposits as prone 
to flight as their demand deposits. Furthermore, to require advance 
notice of withdrawal of time def>o<utors is generally impractical be- 
cause of its effect in impairing confidence and hastening the with- 
drawal of demand deposits. But unless commercial banks can make 
permanent investments with funds left by time depositors, a fairly 
regular rate of interest upon deposits becomes impossible. Some stu- 
dents of banking hold that the investment function should he en- 
tirely divorced from commercial banking and placed with other 
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financial institutions, such as tke savings bank and the savings and 
loan association. « 

MUTUAL SAVINGS BANKS * . 

Summary of Reports of Condition ■ 

As of June 30 


(In Millions of Dollars) 


'Resources 

1929 

1932 

1940 

Cash on Hand and Due from Banks .... 

. $ 224 

S 443 

$ 979 

Investments 

3776 

4,195 

5,262 

Real Estate Loans 

5,315 

5,884 

4,835 

Other Loans and Discounts 

486 

257 

92 

Banking House and Fixtures 

110 

132 

124 

Other Real Estate . . . 

23 

127 

571 

Miscellaneous Assets 

72 

94 

89 


$10 006 

$11.1*34 

811.952 

' Liabilities 

Demand Deposits 

$ 99 

$ 3 

$ 3 

Time Deposits . ... 

8,903 

10,036 

10,628 

Other Liabilities 

18 

44 

25 

Reserves for Dividends, Contingency, etc. . 

14 

8 

111 

Capital Notes and Debentures 


♦ 

8 

Surplus 

824 

890 

868 

Undivided Profits . 

148 

153 

309 


$10,006 

$11,134 

$11,952 

Number of Banks 

611 

594 

551 


* Condensed from Reports of the Comptroller of Curreuey. 


The events leading up to the banking moratorium of 1933 demon- 
strated the necessity of maintaining public confidence if even reason- 
ably sound banks are to be kept open. Numerous failures accompa- 
nied by exposures of unsound practices resulted in wholesale with- 
drawals from both strong and weak banks. One institution, for ex- 
ample, closed only after liquidating over 90 per cent of its deposits. 
Any bank able to pay off so large a proportion of liabilities in a 
short space of time is a victim of unreasoning ,jf ear rather than of 
unliquid or unsound investment. The ability of such relatively non- 
liquid institutions as the mutual savings hank to come through the 
period of 1929-1934 with small or no losses of deposit# and virtually 
no failures emphasizes the importance of confidence. 

Fixed banking assets. Although both real estate mortgages and 
long-term bonds are usually fixed assets in the general sense of that 
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word, being held for periods longer *han one year, seldom are they 
so classified; only the*real estate is ordinarily so set apart. The per- 
manent assets in the form of banking house and investments in the 
capital of foreign branches should be materially less than the bank's 
net worth. ’ 

Clear statements of condition are helpful in allaying suspicions of 
weakness, especially among large depositors, and spine banks have 
published reports of more than usual clarity. Balance sheets may be 
useful in building prestige by reflecting conservative policy in such 
matters as investing in short maturities of high-grade bonds, con- 
servative as;set valuations, and the creation of reserves for contin- 
gencies. 

Assurance that the balance sheet value is conservative is sorac- 

* 

times given by the statement that it does not exceed market value . 13 
Better still, especially for the analyst concerned with the stock- 
holders' position, is an actual statement of market value. 1 II * The most 
satisfactory practice is an actual schedule of the bonds held, which 
permit^ not only valuation but an estimate of quality ^ Such public- 
ity has been put in practice by only a few pioneering institutions. 

The reader is interested in two points about the loans and dis- 
counts: find, whether or not they may be converted into cash quickly 
in case of need; and, second, their quality, a difficult thing for an out- 
sider to decide at any time, and one which is less important as banks 
have come to rely upon large secondary reserves of short-term Gov- 
ernments, In a time of stress, present laws would permit Federal Re- 
serve lending on any sound assets. * 

To give satisfactory evidence as to the quality of The loans is also 

I "■ Thus, the Royal Hunk of Canada stated in ib report oi Nov. 30, 1933. at a 
time when conditions wen 1 difficult that it" seruiitie* wore earned at amount? 
“not exceeding market a due” 

I I The Luwveis Countv Trust Company of New York Cilv stated: “In April, 
1933. the pohc\ of eu riving all securities at the current maiket \alue was 
adopted. Since tint turn' maiket quotations n fleet an appreciation in value of 
$313.215 71 In keeping ’nth sound and constructive hanking practice, our Direc- 
tors decided that till" uppiecution .should he carried as a ’Special Reserve’ 
against which am subsequent depreciation m market value may be charged.” 

Kj The Corn Exchange Bank and Trust Company of New York City in 1933 
published a list of its securities at par value as of Feb. 1, 1933. This list could 
have been valurd and apprafred as to cpmlity by the interested reader. The 
First National Hank of Ixnglewood, located in Chicagj, in its report for Dec. 31, 
1930, appears to have uven the first detailed list of security holdings ever 
published hy*a bank in t^his country. 
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difficult. Classification may be*helpful. Thus, bankers' acceptances 
and purchased commercial paper have the reputation of virtually 
never showing a loss. One small bank has published a detailed list 
of its customers' collateral loans, omitting the names of the borrow- 
ers and grouping the loans tho^e having more and less than a 50 
per cent margin. A larger bank might achieve the same clarity by a 
short statistical presentation of the amount of loans with each degree 
of margin protection. The same small bank gave a list of its real 
estate loans with the amount owed and the address of the mortgaged 
property for each loan. 

But any active bank serving commercial interests will ordinarily 
have a large amount of unsecured loam, based on the general credit 
oRhe borrowers The “commercial and indu^tnal loans" shown above 

f 

on page 484 are generally of this type. Any statement as frj the ma- 
turity of such loans or the length of time they have been carried can 
give no certain notion of their value When and how much any par- 
ticular loan should be written down is a matter of judgment within 
rather wide limits, subject always to review by the bank examiner. 
A similar area for the exercise of judgment exists even in tke field of 
secured loans Consequently, the management has the difficult prob- 
lem of being sufficiently conservative to piotect the depositors, but 
sufficiently just so that the stockholders may not be misled by a 
grave understatement of their net worth and earnings Piobably in 
no other fir Id involving such large public interests is there more un- 
certainty for the investor as to the meaning of the statements — 
partly b^eau^e of the difficulty of valuing loan 4 * and discounts in 
even the mo°t clearly stated balance sheet, partly, because the state- 
ments themselves are so frequently inadequate in detail, and partly 
because of relatively heavy deposit liabilities which make any fluc- 
tuation in the value of the assets bulk large for t ho small net worth. 16 

Federal Reserve banks. The Federal Reserve banks arc of major 
importance serving as a bank for the commercial banks which are 
members of the system. Membership is compulsory for national 
banks, optional for state banks, and includes the bulk of the larger 

16 A well-stated annual leport can often engender confidence by frankness on 
what are known as potential hazards. An example is the statement of the chair- 
man of the boaid to the stockholders of the Bank of the Manhattan Company 
at the 135th annual meeting (Dec. 5, 1933), m which such matters as mortgage 
loans and foreclosure problems, loans to German debtors, audit by directors, 
officers’ salaries, and policy on loans to officers and employees we1*e discussed. 
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banks. A Federal Reserve bank will* accept certain types of paper 
for rediscount or make* secured advances to member banks and credit 
their accounts. By .creating additional deposit balances, which serve 
as legal reserves for member banks, the credit situation can be eased 
materially in times of financial stress. 

Whereas the ordinary bank must meet its obligations with cash, 
the Federal Reserve banks may issue their own paper money, the 
Federal Reserve notes. Money reserves, consisting chiefly of gold or 
gold certificates prior to March, 1933, but now of gold (bullion) 
certificates and other lawful money, are held by tln^e cential banks 
a^ their reserve against their own note 4 '' and deposits. A partial view 
of that portion of the balance sheet affected by rediscounting and 
note-issuing operations might appear as follows: • 

Cash $1, 000,000 Deposits of Member Bank 0 55750,000 

Discounted Paper 500,000 Federal Reserve Notes 75GJX)0 

By so-called open-market operations — that is the purchase of 
Government obligations in the open market — the Reserve banks can 
add to their earning assets and to the deposit balances of their mem- 
ber banks These balances, serving as legal reserves, make it that 
much easier for the commercial banks to increase, m turn, their loans 
and investments By open-market selling, the Reserve banks can re- 
verse the process and contract the volume of credit 

The following condensed statement of the combined resources and 
liabilities of the twelve Federal Reserve banks on March 8, 1933, 
just after the banking moratorium had been declared, shows the 
condition of the system at a tune when the reserve ratio had fallen to 
45 0 per cent, which was regarded as low at the time. In the years 
that followed, a large inflow of gold from the rest of the world in- 
creased the gold reserves from $2.7 to $19.5 billion. Member banks 
repaid their borrowings to the reserve banks. The increase in the 
deposits of member banks with the Federal Reserve* was so large that 
substantial excess reserves great, ly exceeding legal requirements re- 
sulted. This excess made it easy for the commercial bauks to pur- 
chase considerable amounts of U. S. obligations without any credit 
expansion by the Federal Reserve in the early part of the war period. 
Subsequently the latter bought Federal securities also, as reflected in 
the 1950 balance sheet, which laid the basis for further expansion 
of membcr*bank credit and issues of Federal Reserve notes. The re- 
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serve ratio of 90 8 per cent m 1640 fell to 46 4 per cent m 1951 and 
more than half of the assets of the reserve banks consisted of U S. 
Government securities m the latter year 

# FEDFRAL RESERVE BANKS* 

Combined Oovdensxd Balainc* Sheets 
As of December 31 1951 ind 1940 and Mirch 8 1933 


(Millions of Dollars) 


Assets 


1951 

1940 

1933 

Gold Reserves 


$21 468 

$19 760 

$2 684 

U S Notes Silver md Othci C ish 


323 

275 

125 

Discounts ind 4dv ineos 


19 

4 

1414 

Bills Bough* in Oj t n M u kf t 

Indiatml Loiih 

United St ite^ Government Securities * 


5 

21801 

8 

2184 

417 

1881 

Uncollected Items 


3 905 

912 

357 

All Other Resoui as 


178 

121 

166 

Tot il ♦ 


<*49 900 

<1527264 

$7 045 

Lialnhtn s 

Deposits 


$21 192 

$16 126 

• 

$1 951 

Fcderil Receive Notes 


25 0()4 

5 9it 

4 215 

Defeirod Av uhbihtv lit ms 


2 721 

833 

422 

Other Labilities 


14 

3 

28 

Cipital Pud In 


237 

139 

150 

hm plus 


672 

233 

279 

Tot d 


$49 900 

$23264 

$7J)45 

Ratio of Reserve', to Deposits ind Fcde i il R^ 
se ive Note s C ombnud 

46 4 'r 

90 8G 

45 6% 

* Annual dtepyrt (j lhe It yard n 1 Ooi emors 

< f the 

federal Resen 

e System 

1940 pp 

32 31 J? ode ml Rennie BuUftm Jehrunrv 10 2 

p 157 


A falling n sene ratio nny usult either fiom exports of gold (that 
is, loss of riseru), or fioni borrowing by number binks desirous of 
increasing the n balances or of obtaining cui rent y to meet their cus- 
tomers’ needs The dis< ount of comnu rcml paper, for example, would 
increase the asset, Discounted Taper, and cither the deposits or notes 
opposite A sale of i Government *seeunty wuuld have the same 
effect A deposit with the Resei\e bank is \\ke so much cash, from 
the standpoint of the member bank, and constitutes its total legal 
reserve against its own deposit liabilities • 

The Federal Reserve Act requires that (he Reserve banks main- 
tain a minimum reserve m gold or lawful money of 35 per cent 
against the deposits, and not less than 40 per cent m gc?ld against 
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the outstanding Federal Reserve notes, except in periods of emer- 
gency when penalties are imposed cor its suspension. fSinoc 1933 , 
gold certificates have 'taken the place of gold.) Businessmen as well 
as bankers and economists follow Die changes in the condition of 
the Reserve banks, as indicated by their reserve ratios and their dis- 
count rates, since they are the base of our commercial banking 
system. 

Earnings and expenses* A detailed statement of a commercial 
bank’s earnings and expenses will ordinarily be available only to 
those who are within the bank, but the following list of earnings and 
expense accounts is suggestive of the nature of the bank’s operations. 
Statements of the combined earnings and expenses of national banks 
may be found in the annua! reports of the Comptroller of the Cur- 
rency and the Federal Deposit Insurance Corporation 
* 

Current Operating Earnings: 

Interest on l T . S. Government Obligations. 

Interest and Dividends on Other Securities. 

Tutored and Discount on Loans 

Service Charges and Fees on Bank*-’ Loans. 

Seiviee Charges on Deposit Accounts. 

Other Service Charges, Commissions, Fees, and Collection 
and Exchange Charges. 

Trust Department. 

Other Current Earnings. 

Total Earnings from Current Operations. 

Current Operating Expenses: 

Salaries — Officers. 

Salaries and Wages — Employees. 

Fees Paid to Directors and Members of Executive, Discount, 
and Other Committees. 

Interest and Discount on Borrowed Money. 

Taxes Other than on Net Income. 

Recurring Depreciation dn Banking House. Furniture, and 
Fixtures. • 

Other Current Operating Expenses, 

Total Current Operating Expenses. 

• 

Net Current Operating Earnings. 
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Recoveries. Transfers from Valuation Reserves, and Profits: 

On Securities: 

Recoveries. 

Transfers from Valuation Reserves. 

Profits on Securities Sold or Redeemed.. 

On Loans: 

Recoveries. 

Transfers from Valuation Reserves. 

All Other 

Total Recoveries, Transfers, and Profits. 

Losses, Charge-Offs, and Transfers to Valuation Reserves: 

(Loss li<-t similar to that under Recoveries above) 

# Total Losses, Charge-Offs, and Transfers to Valuation Re- 

serves. 

• Profits before Income Taxes. 

Taxes on Net Income. 

Federal. 

State. 

Net Profit*- before Dividends. 

Ca^h Dividends Declared 

Net Additions to Capital from Profits. 

Also various memoranda and ratios aie appended In addition to 
the combined dollar- results, percentage analyses of the earnings 
statements are •given. 

Averages of the earnings figures of groups of banks as published 
by the Comptroller ot Currency for national banks, by the Federal 
Deposit Insurance Corporation for insured banks, and by the Fed- 
eral Reserve Board for members of that system provide comparative 
material for the management of the individual bank. Because they 
represent more homogeneous groups of banks, ithe earnings studies 
of the Comptroller, the Federal Deposit Insurance Corporation, and 
the various Federal Reserve banks by localities and by sizes are of 
even greater comparative value to the banker and <o the investor. 

The earnings and dividend records of the national banks in their 
relation to total net wferth are shown in the following table for se- 
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Jected years over a period beginning with the prosperous 1929 and 
extending through severe depressiontyears and through the subse- 
quent recovery periods 7 Earnings have varied greatly. In 1936, the 
unusual recoveries gild profits raised the average earnings to 10 per 
cent. In the 1920’s, when times were good, dividends ron between 5 
and 6 per cent of net worth. The later years shown m the table show 
a lower rate, running m the neighborhood of 3M> per mil during the 
J 940’s. This low rate has reflected banking tradition m the matter 
of a conservative retention of earnings, a real need to restore the 
ravages of depression losses, and a need to build net worth to keep 
pace with bank deposit expansion. The earnings have been moderate, 
varying lrom 7 to 10 per eent on total net worth m prosperous years 
with much of the experience neaicr to the lower figure. Losses and 
ehaige-offs woe so considerable during the early 1930 s that cash 
of Ihe foil* years 1931-1934 showed a net deficit. 

EARNIYC.S AND DIVIDENDS OF NATIONAL RAN'fvS 
• In RhivncN to Capital Sirpiis and Undivided Prof ns 
Years Kmlcd Ur < ember 31 
1929-1950 



A r < t Ik fore 




fit (01 tU( S‘ 

Na 



it Loss< s 

Profits 

DivkU rids 

Pi or 

( PtrCtnt ) 

{Per C( nt ) 

{Pa C( nt) 

1929 

108 

78 

60 

1930 

8 6 

4 0 

54 

1933 

8 1 

0 fui 

24 

1935 

79 

51 

• 37 

1936 

74 

10 0 * 

3 8 

1937 

. 74 

7 1 

38 

1940 

5 6 

70 

38 

1943 

82 

91 

34 

1945 

81 

11 0 

3 5 

1948 

92 

76 

35 

1949 

97 

82 

3 5 

1950 

97 

87 

37 


d — drfiut 


17 Compiled from Annual Reports of the Comptroller of Cwrcyicy Eammgs 
data are available foi veais beginning 1917 on calendar year basj-., for veais 
beginning 1869 on’ June 30 fisc 1 1 year b'^is A study of "Profits of Commernal 
Banks” by Rollin Posey presents figuus for national hmkb for the vears 1908- 
1928 ( Hatvard Busmeb s Review, July, 1930, pp 425-434 ) 
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The foregoing figures are in contrast with the figures sometimes 
published of percentages earned or paid on capital stock alone or 
capital stock and surplus, which, because they do not include the 
whole net worth, give an exaggerated picture of banking profits. 

Because of the variable effect of the write-off of loans and invest- 
ments, the net earnings before recoveries and write-offs of all kinds 
were included in the table and reveal the write-off factor as the chief 
source of variation in bank profits. 

The excess of the return upon the net worth over the rates of re- 
turn from loans and investments shown above on page 488 is the 
profit derived from the presence of the depositors’ funds. If it were 
assumed that the funds of the bank stockholder could be invested 
directly to return 4 per cent net, without being engaged in banking, 
and if they actually earn 7 per cent when so used, the differential of 
3 per cent could be attributed to profit from the employment of de- 
positors’ funds. 

Ascertaining profits from balance sheets. Although a statement 
of bank earnings is the exception rather than the rule, an increasing 
number provide some information as to nonrecurring items of gain 
or loss, so that the stockholder can determine what pcfrtion of the 
net income is from ordinary current sources. 1 s Where an income 
statement is supplied, it may be possible to compare it with combined 
figures for banks similar in jize or location, such as are published by 
the Federal Deposit Insurance Corporation. Some of the more im- 
portant points to icceive attention in the income statement are: 

1. The relation of interest earnings to the various earning assets, 
the U. S. securities, other bonds and loans and discounts. 

2. Sometimes other sources of operating earnings, such as service 
charges or trust department income will be found to be of importance. 

3. The expense of interest paid on time and savings deposits will 
receive attention, especially when a change in the late may affect 
earnings. During the 1930S, when interest rates were declining and 
reducing bank income, the counterbalancing saving on reduced in- 
terest paid to depositors was important. Increasing competition for 
savings after 1945 produced increases in rates paid depositors. 

18 The practice of some major banks is reviewed m S *E Bain, “Annual 
Reports for Banks,” Harvard Business Review , November, 1951, pp. 103-111 
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4. Income tax data make possible a judgment as to the possible 
impact of tax rate charges upon bai*k earnings. 

5. Most vital in th$ interpretation of earnings is information that 
will permit ordinary operating earnings to be separated from the 
unusual and irregular gains and losses, such as capital gains and 
losses on the sale and redemption of securities, write-downs of securi- 
ties because of market declines below book value, and allowances 
for loan and investment losses. 

Reference has already been made to national bank data on rate of 
return on earning assets and on the stockholders’ net worth. 

Although the earnings statement is absent from most reports, the 
consecutive balance sheets will show the changes in surplus and un- 
divided profits By finding the difference in the surplus and undivided 
profits given in the balance sheet* at two different dates, and then 
allowing for dividends paid in the interval, one may learn the net 
profits. The amounts of the dividends and the dates of they* payment 
may ordinarily be had by inquiry at the bank/ Eainings estimated 
in this manner are sometimes referred to by repoiting investment 
services as “indicated earnings.” 

Because of the lack of an earnings statement, it is necessary to 
exercise care in this matter. Sometimes the bank issues stock during 
the interval under study for an amount more than par value In such 
a case, one must make allowance for the consequent unearned in- 
crease of surplus. On other occasions, the undivided profits or surplus 
fails to show the normal ineiease because of the writing off of some 
asset, a loss that is not, properly speaking, a current operating loss. 
A few r banks m recent years have stated the amount these extraor- 
dinary write-offs, thereby permitting the stockholder to learn the 
results ot ordinary operations for the year. A new administration 
sometimes finds it wise to write loan and security values dow r n to a 
conservative basis at the outset uf its career and so prevent this 
unpleasant event from marring the rcconl later. 

The formula for finding bank earnings for the interval between 
two balance sheets might be stag'd • 

Net Earnings = Dividends + Increase (or — Deeiease) in 
Surplus and Undivided Profits — Any Surplus Paid m by 
Stockholder Do nog the Interval 
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The following illustrates the method used in finding the amount 
and rate of earnings: 

Jan. SI, 1060 Feb. S8, 1961 

Capital Stock (par value, 8100) $2,000,000 $2,000,000 

Surplus l.OdO.OOO 1,000,000 

Undivided Profits 580,000 540,000 

Total Stockholders’ Interest . . $3,580,000 $3,540,000 

The par valuvi of the stock being $100, then are 20,000 shares of 
stock, the book value of which was $179 on January 31, 1950, and 
$177 on February 28, 1951. A dividend distribution of $10 per share 
occurred during the interval. The rate of return is calculated, then, 
as follows: 


Dividends Paid During Interval $ 10 00 

Decrease m Book Value'per Share for Period ^ 2 00 

Net Amount Earned During Tntenal (13 months) S 8.00 

Rate of Earnings per Year pei Share O713 of $8) 7 38 

Book Value per Share on Jan 31 1950 $179 00 

Rate of Profit on Book Value ($7 38 dh ided bv $179) 4 1 


In the above case, the dividends were greater than the earnings, 
with the result that undivided profits wore reduced. The earnings 
were sufficient, however, «o that the dividends of $10 per share re- 
duced the book value only $2; in other words, for the 13 months, they 
amounted to $8. 

Two ideas concerning dividend policy are current in banking 
circles: first, that reduction of the dividend rate is unfortunate and 
reflects Upon a bank’s prestige; and second, that a dividend should 
be paid only from earnings of the current year, except under the most 
unusual circumstances. These idea* result in the banking rule that 
the dividend rate should be advanced only when there is excellent 
assurance that it can be maintained. The practice of this rule should 
result in growing surplus, stable dividends, and a generally high re- 
gard for the stock of the bank as an investment The rapid growth 
of deposits since J933 and unsettled world conditions have made 
conservative surplus policy seem particularly appropriate. 

Summary. The analysis of bank statements is most commonly 
undertaken from the standpoint of either the depositor, whose in- 
terest is in solvency, or the stockholder, wno is c jnterested in solvency, 
earnings, and dividends. Liquidity, or the ability to meet liabilities 
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promptly, is most commonly measured by comparing Cash and Cash 
plus United States securities with Deposits. Governments of short 
maturity with less danger of adverse price fluctuation are preferable 
to long maturities for such secondary reserve purposes. Consideration 
should be given to the probable differences in the need for meeting 
deposit withdrawals. If the information were available and neces- 
sary, all liquid assets, which would include all assets that could 
be converted into cash within 24 hours, might bo # ascertained to 
determine the bank’s liquidity, Actually, the large cash and Govern- 
ment holdings of recent years have made such a refined check of 
doubtful necessity, at least for most major banks. Less liquid assets, 
such as term loans and real estate mortgages, should be limited to 
that fraction of the deposits that can be regarded as fairly permanent. 
A reputation for liquidity and soundness will reduce t be chancy 
of unreasoning withdrawals that would test the bank's liquidity. 

The relation of the protecting stockholders' interest to the liabili- 
ties is watched by both depositor and stockholder. The ratio is often 
stated^as Deposits to Net Worth. Inasmuch as deposits supply most 
of the funds from which banking profits arc derived, a high ratio is 
regarded as an indication of high potential profits. 10 The presence of 
a small net worth may, however, limit the ability of a bank to ex- 
tend credit and assume normal lending risks, so that its earnings 
will be limited in spite of large deposits. Sometimes the risk ratio 
employed compares net worth to risk assets, the latter usually defined 
as assets other than cash and Governments. Net worth is needed not 
to protect deposits in the abstract, but to cover losses in those a^set 
values that arc subject to shrinkage • 

Earnings and dividends are most suitably ‘ 4 udied*in relation to 
the total net worth. The investor will also compare earnings, divi- 
dends, and book value with the market price that he would have 
to pay to acquire the stock. Allowances should be made whenever 
abnormal, or nonrecurring, losses or gain* occur, rnfortunatcly, in- 
formation is frequently lacking as to the source or nature of earn- 
ings. The record 11114 be reijd in the light of the ability of the 
management, often indicated in the statements, and the economic 

19 It should not hr assumed from this slAtemonl that the piofits of the bank 
are contributed b\ the deposit 01 in the proportion that th*n balances* bear to 
no* worth, because the bylk ot*the income domed horn the in\ ostment of the 
deposits is used up in services to depositors Sec abovf, p 499 
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possibilities of growth in deposits and opportunities for lending to 
the community. « 

Banks, like the public service corporations* reflect the general state 
of business health to a considerable degree. Aside from this general 
background, the analyst will need to remember that two major in- 
fluences have entered the banking field to make it necessary to use 
caution in drawing analogies with the past. The first is the enlarged 
place occupied by the Federal government’s monetary and fiscal 
policy. The immediate influence has appeared in the effect upon in- 
terest rates. Over the longer run such controls may be equally im- 
portant in their general effects upon business stability. The second 
influence is the insurance of bank deposits by the Federal Deposit 
Insurance Fund. Probably the most important economic effect of 
such insurance will be to remove panicky and unreasoned runs on 
sound institutions in periods of economic upset. Although. jnsu red de- 
positors have a legal claim only against the insurance fund, the meas- 
ure placed the effective responsibility for the solvency of all insured 
banks on the doorstep of the Federal government. 

In a time of disturbed economic conditions, the analyst of the 
bank’s financial statements finds it particularly necessary to read 
them in the light of changing external influences. 



CHAPTER XVIII 


The Statements of Insurance Companies 

Significance of insurance. So much is spent for insurance that 
a knowledge of what is relevant and important in the statements of 
insurance companies should he valuable to the businessman and 
the banker The failure of companies from time to tune indicates 
the need fo* # care *ven though regulation due® e\Lt. A study of the 
financial statements is useful in detecting weakness. m 

To understand the statements of insurance companies, it is essen- 
tial that the moie general facts about the nature of the business be 
learned In the field of insurance, three kinds aie of pnme impor- 
tance: life, fire, and casualty insurance Other types of insurance are 
based on principles similar to those of life and fire insurance, and 
the construction of the statements of such companies will give rise 
to practically no new problems, save in the matter of detail Casualty 
insurance has much in common as to principles with fire insurance. 
Insurance companies are incorporated under special -tato laws just 
as banks are, similarly, they aie subject to examination and tests of 
solvency, and, m the ca&e of life insurance companies they* are, in 
the interest of safety, limited in their investments Such legislation 
serves to emphasize the peculiar importance ot this business, which 
has become indispensable to our present economic system Life in- 
surance is important to as man} people as arc the bank**. Everyone, 
from the wage-earner who pays lus twenty five cents per w T eek for an 
“industrial” policy, to the wealthy man who purchases a policy for 
hundreds of thousands of dollars, «has a stake m the business- 

insurance reports. Ons can judge the relative safety of the vari- 
ous fire and other property insurance companies from the statements 
as they are published. When one is assured as to the safety of the 
concerns examined, the problem of choosing a property insurance 
company is largely solved. There remain onl$ the matters of pre- 
mium cost (and usually the premium r$tes are the same or sub- 

505 
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stantially so, as a result of 'competition or the use of a common 
rating bureau) and of satisfactory service. Pn the case of life insur- 
ance companies, the policy contract normally extends over a number 
of years, and thus not only present solvency but also efficiency of 
operation is a matter of concern to the policyholder. The operating 
data that are published make possible an estimate of the relative 
merits of the various companies. 

Because of the distinctive nature of the life insurance companies, 
they should be considered separately. Such companies report annually 
to the insurance departments of the state in which they are incor- 
porated and of the states in which they do business. These reports 
are published annually and often contain considerable detail that is 
omitted from the one published by the company for its policyholders. 
The latter sometimes furnishes supporting material, amY sometimes 
interpretation, that is not found in the formal report to the state. 
The annual publications of Alfred M. Best Company and the Spec- 
tator Company are also regarded by insurance men as standard 
sources of information. 

The value of state supervision and the increased appreciation of 
sound insurance principles may be realized when it is known that 
no big life insurance companies failed after 1890 until the depression 
of the early 1930’s, wdien a few companies located in states with weak 
regulation suspended operation. In contrast to this is the fact that 
nearly all of the life insurance companies organized between 1865 
and 1869 failed before 1875. 

Growth of life insurance. The figures in the following table give 
an idea of the magnitude of the life insurance companies' business: 1 

(In Millions) 



No. of 

Amount of 



Policies 

Policies 


Year 

in Force * 

in F orce 

Gross Assets 

1900 

14 

$ 8,562 

$ 1,742 

1910 

30 

16,404 

3,876 

1920 

68 

42.281 

7,320 

1930 

128 

107.948 

18,880 

1940 

137 

117.794 

30.802 

1950 . ... 

210 

241,981 

• 

63,984 


* Indudes group rertifioates as well as individual policies. 

1 Compiled from Life , Insurance Fact Book , 1051, which draws data from 
Spectator Year Book and the Institute of Life Insurance. These figures for 
II. S. companies include their foreign policyholders. , 
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This huge growth of assets is fairty well known, although there 
are few who appreciate the purpose of the accumulation. Indeed, the 
size of the assets originally caused suspicion. The large amounts 
were regarded by many people as the result of overcharges, and this 
feeling led to the formation of assessment companies alnd fraternal 
insurance orders with inadequate rates. 

Mortality tables. Life insurance rates, or premiums, arc based upon 
statistical information as to the number of deaths occurring among 
persons of different ages. These figures arc constructed into mortality 
tables. The general agreement of the various mortality tables and 
the success of their application have justified confidence in their use. 
At the present time the C o m m ission ers ’ Standard Ordinary Table 
lias been adopted by most companies. A considerable amount of busi- 
ness of thtf past is still done which is based on the older American 
Experience Table . This latter was compiled in 18G8 by Sheppard 
Homans, and based upon the experience of the Mutual Life Insurance 
Company of New York, with such modifications as its author thought 
desirable. It gradually superseded the Actuaries' Table , from which 
it did not differ radically. The American Experience Table showed 
a slightly lower death rate for the ages from 30 to 78 than the 
“Actuaries' r or “Combined Experience ” Table , which was issued in 
1843 and was derived from the experience of seventeen English life 
insurance companies. The newer C o mm is. v oners' Sta?idard Ordinary 
Table is based upon the more recent experience of American and 
Canadian companies and reflects the substantially lower deaths, espe- 
cially at the younger ages, that have resulted from the advances in 
medical science and sanitation. 

DEATH RATE PER 100 


Aye 

C ommissiom rs’ 
Standard 
Tabic 

American 

Experience 

Table 

Actuaries 

Table 

25 

. . . . ... . .288 

.81 

.78 

35 


89 

.93 

45 

»61 

1 12 

1 22 

55 . 

1.798 

1.86 

2.17 

65 

3.964 

4 01 

4.41 

75 

a.. ... 8.864 

9.44 

9.56 

85 .. 

% 19.413 

23.56 

20.51 


Mortality and the level premium. Witlfout going furthci into 
detail concerning thg construction of thgse tables, it is evident that,. 
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with advancing age, mortality increases. If a group of men paid 
into a fund each year just what was necessaVy to meet that year’s 
death loss, the amount would be very low at first* but would become 
more burdensome with time and, finally, prohibitive. Such an amount 
would be $4.59 (per $1,000) at the age of 35 and $194.13 at the age 
of 85, according to the Commissioners’ Table above. Because of the 
prohibitive figure at advanced ages, a level, rather than an increas- 
ing, premium is generally regarded as the most satisfactory form 
of life insurance. In order to have a level premium, enough more 
than the amount needed for current death losses is collected during 
the first years of insurance to bear the burden of later years when 
losses exceed the premium income. 

•This excess premium is known as the ‘‘reserve.” Because the laws 
of the several states require life insurance companies to cfc cumulate 
reserves, the excess amount when calculated on the basis prescribed 
by law is called the “legal reserve.” “Legal reserve” companies are 
also referred to as “old line” companies. The reserve liability fro the 
company’s policyholders is the major liability in the balance sheets 
of these companies. 

Interest and the premium. Interest will be earned on the reserve 
funds, and will serve to swell the reserve. It would be more nearly 
correct to say that the interest reduces the amount that it is neces- 
sary to collect for a reserve, because in the calculation of the pre- 
mium this second factor, the interest earnings, is allowed for. The 
premium rate is correspondingly lowered. The insurance law provides 
the maximum interest rate that a life insurance company may assume 
in its calculations. The restriction is designed to prevent an over- 
optimistic forecast and a consequently inadequate premium rate. In 
view of the long period for which life insurance must run, such regu- 
lations are essential for the protection of policyholders. In New York 
State, the maximum rate of interest that a company may assume is 
3 per cent on policies issued after January 1, 1948. If a company 
assumed a higher interest rate, as was formerly the case with some 
companies, a smaller reserve was accumulated during the early 
years of the policy. 2 Some companies have adopted a 2 Vi P er cent 
rate and even less. * 

t 

2 The Insurance law of New York, Chapter 882. Laws of 1939, Section 205 
as amended to 1952 provides as legal minimum standards: (a) the Actuaries* 
Table and 4 per cent interest; for policies issued before J901, (b) the American 
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Loading. The calculation based ofi the mortality table and on an 
assumed interest rate *to be earned on the reserve is the work of the 
actuary, and gives us what is known as the “net level premium.” 
To it must be added an amount sufficient to cover the expenses of 
operation, which amount is called “loading.” The net premium plus 
the loading is the premium rate quoted to the purchaser of hfe in- 
surance. 

If the premium were calculated in exactly the manner outlined, 
the loading for the first year would be inadequate to meet the heavy 
expenses that are incurred at that time. In order to permit the use 
of a larger amount of this first premium for expenses, some life insur- 
ance companies have reduced the reserve requirement to less than 
it would be under the strict full 4evel premium reserve basis Tfus 
modification was more common in the past than recently. Three 
modifications employed are known as (1) the select and ultimate 
method, (2) the modified preliminary term method, and (3) the full 
preliminary term method. When any one of these methods is used, 
the resulting reserve liability is reduced during the early years of 
the policy’s existence. The sizes of the reserves resulting from these 
methods rank (from largest to smallest! in the order in which the 
methods are named. When the reserve standard of the level pre- 
mium method is to be lessened, the select and ultimate modification 
is regarded as the most scientific and satisfactory Under this method, 
the below-average death losses among the newly admitted policy- 
holders, who are required to pass a medical examination and % are con- 
sequently a select group, are noted; the savings fron^this source are 
used for expenses,* and the strict reserve requirement of the level 
premium method is put into effect after the fifth year of insurance. 
Which modification is employed, however, is of relatively secondary 
importance in a general comparison of companies such as is outlined 
here. 3 


Experience Table and per cent Tor policies issued subsequently, (c) the 
American Men Ultimate Table and per cent interest for policies issued after 
1929, and (d) the Commissioners' 1941 Standard Ordinary Mortality Table and 
3 per cent interest for policies issued after 1947 Other standards are specified for 
supplementary contracts, annuity, group, and industrial policies. 

3 An extended discussion of ihesc methods will be found in R. RiegeJ and J. S. 
Miller, Insurance Principles and Practices (New ¥ork: Prentice-Hall, Inc., 
3rd ed., 1947L pp. 171-174. and in Henrv T. Owen, Fundamentals of Life Insur- 
ance (New York: Prentice-Hall, Inc., 1951), .pp. 86-96. Best's Life Insurance 
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Dividends and net cost* Mortality may he less than that allowed 
for by the table; interest may be earned in excess of the assumed 
rate; and the loading may prove to be more than is needed. Such 
savings one would expect to benefit the stockholders. As a matter 
of fact, the bulk of life insurance in this country is sold by mutual 
companies. The result is that the savings from these sources are re- 
turned to policyholders as “dividends.” Even some of the stock com- 
panies issue participating policies, which provide for dividends to 
policyholders* 

The net cost of the insurance is the premium paid less these divi- 
dend refunds. The net cost provides the usual basis for comparing 
the policies of different companies to determine their relative merits. 
The method is open to three possible objections: (1) a particular 
type of policy of a given company may be favored with lnflre liberal 
dividends tjuin other types issued by the same company, and it is 
necessary, in all fairness, to compare all kinds of policies of the two 
companies under study; (2) again, the future may differ from the 
past experience, and the company with the poorer net cost showing 
at present may be gathering strength that will reverse the situation; 
(3) finally, those companies which assume a low interest rate, say 
2 Vo instead of 3 per cent, in computing their reserve will find it neces- 
sary to set aside larger sums in the earlier years of the life of the 
policy. The result will be an apparently higher net cost, which will be 
balanced by a higher reserve accumulation. In later years, this greater 
accumulation will provide greater interest income, and so should give 
a lower net cos^in those years. To allow for the greater reserve of 
some companies, net cost is also computed on the net figure obtained 
by subtracting the final reserve, or cash surrender value, from total 
premiums less dividends paid during the period and regarding only 
the remainder as cost. This more refined approach is open to the 
objection that it gives the large reserve company the benefit of the 
interest it can earn on the extra reserve and ignores what the policy- 
holder could earn on the money he* would not have paid in to the 
low reserve company. Net cost calculations, in spite of objections, 

are a useful first step in studying life insurance cost but should be 

• 

Reports characterize reserves on these four bases* “strongest,” “strong,” “mini- 
mum safe and adequate basis in general use,” and “minitnum permitted by law,” 
respectively. 
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supplemented to insure fairness. In* the long run, low mortality, low- 
expenses, and high investment returns will bring the lowest net cost. 

Gain and Lose Exhibit. Prior to 1939, the gain and loss exhibit 
summarized the net gains and losses in surplus, by comparing actual 
income or expense with the respective parts of the premiums and 
reserves that had been aotuarially allocated to those particular items. 
Thus, (1) the gain from mortality represented the excess of that 
portion of the premium (and reserves) set up for death losses with 
actual payments on account of death; (2) the gain from interest 
reflected the excess of earnings on investments over the amount of 
interest assumed in constructing the premium rate ; and (3) gain or 
loss from loading showed the amount by which operating expenses 
fell short of or exceeded the loading in the premiums. Other less sig- 
nificant ^ains and losses arose from such sources as supplementary 
contracts for disability and accidental death benefits, ttyc surrender 
or lapse of policies, and annuities. From the earlier discussion, it is 
clear that a company would show greater gains than similarly efficient 
companies if it charged higher premiums because of it^ assumption 
of a high mortality experience table, a lower interest rate, or heavier 
expense loading. 

Because of the widespread feeling that differences in mortality, 
interest rate, and loading assumptions in the construction of pre- 
mium rates, and differences in the character of business written made 
for unfair comparisons under this form of gain and loss exhibit, a 
changed form was adopted in 1939. This form is illustrated in the 
1950 Gain and Loss Exhibit of the Metropolitan Life Insurance Com- 
pany of New- York shown on page 51 3. 4 

The percentages are chiefly useful in making it easier to see the 
proportions among the various items. There are no standard or ideal 
relations and the proportions would naturally vary greatly from 
company to company. In fact, instead of comparing the expense items 
w ? ith the gross income, the amounts set aside for reserves should first 
be deducted (and tlTey bear a most variable relation to gross income) 
as only the balance is •actually available for payments to policy- 
holders, such as insurance benefits and maturities, and for expenses 
of operation. Previous discussion and certain points made below ex- 
• 

4 Spectator Insurance Year Book, Life , 1951, p. 4§3A. 
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plain why a variable proportion of the total income is set aside for 
reserves, used for losses, and spent as expenses^ 

The net gain from insurance is explained so that the reader can see 
from what classes of policies it is derived. Losses are most frequently 
incurred on the disability and annuity contracts. The net gain is not 
a true profit nor a measure of efficiency, because different companies 
with like efficiency may have based their premiums on different as- 
sumptions as to mortality, interest rates, and loading. The net gain 
does indicate the margin of excess income that makes it possible for 
the company to bear adverse mortality or reduced investment income 
in later years without draining surplus and moving toward insol- 
vency. 

After the net gain from insurance appear the irregular and non- 
recurring gains and losses, such as profits from the sale or Redemp- 
tion -of bonces losses on foreclosed mortgages or real estate sold, or 
readjustment of the book value of assets as required by law. Finally, 
there appear any distributions, either to policyholders or stock- 
holders. 

Standards and comparisons. Since the change to the present 
form of gain and loss exhibit, the reader cannot tell how much of 
the gain is due to mortality savings over the assumed standard on 
which premiums are based. He will note, however, what mortality 
tables are employed. To the extent that the newer Commissioners’ 
Table has come into use because of new business instead of the older 
American Experience Table, it will be expected that mortality gains 
will be smaller. If, however, two companies applied the same tables, 
a new f or rapidly growing company should make a favorable showing 
on the score of mortality . 15 Those policyholders who have just passed 
a medical examination are a freshly selected group, and will tend to 
show a relatively low mortality even if they are none too well 
selected. 

Performance on investment policy can still be checked satisfac- 
torily. The genera] measure is the net rate of return earned on the 
mean (average) admitted assets. The problem is then broken down 

5 Stressing the varying accuracy of the American 'Experience \\ible as a meas- 
ure of present-day mortality of life insurance policyholders, Best's states: “On 
the same business the mortality rate will run from about 25 per cent at the 
younger ages to over 100 per cent at age 65 and then down again to about 90 
per cent.” Best's Life Insurance Reports, 1951, p. xvii. • 



GAIN AND LOSS EXHIBIT 


METROPOLITAN LIFE INSURANCE COMPANY OF NEW YORK 


For Year Ending December 31, 

1950 



s 

Per Cent 

Premiums and Other Considerations . * 

1.420.204.508 

78.7 

Dividend Accumulation and Supplementary Con- 

tracts without Life Contingencies . . 

88,352,739 

4.9 

Investment Income (Less Investment Expenses in- 

eluding Taxes) 

296,154,669 

16.4 

Other Income ... 

178,431 

.0 

Total Income (A) 

1,804,891.347 

1000 

Disbursements : 

• 


Deaths 

289,119.557 

16.0 

Maturities, Disabilities, Annuities 

270,497,000 

15,0 

Surrenders 

114,844,357 

6.4 

Dividend Accumulation and Supplementary Con- 

tracts without Life Contingencies 

71.766,485* 

4.0 

Commissions, Taxes, and Other Insurance Expenses 

268.872,130 

149 

Other Disbursements 

3,137,256 

2 

Total Disbursements (B) . 

1,018.236,785 

3m 

Increase. in reserves on Contracts Involving Life 

Contingencies 

494.050,985 

27 4 

Increase in Reserve for Dividend Accumulation and 

• 

• 

Supplementary Contracts without Life Contin-. 

geneies 

43,676,816 

2.4 

Increase in Other Reserves and Assets not Admitted 

15.255,623 

.8 

Total Increase in Reserves (C) ... 

552,983.424 

30.6 

Net Gun from Insurance: 

Industrial 

58.358.244 

3.2 

Life . 

103,735,353 

5.7 

Total and Permanent Disability ... 

-313.312 

-.0 

Accidental Death Benefits . . 

4,033.643 

.2 

Annuities (Excluding Disability Annuities) . ... 

- 162,070 

-.0 

Supplementary Contracts 

-489,422 

-.0 

Group Life and Group Annuities 

48,540.292 

27 

Accident and Health 

19.968.410 • 

1.1 

Total Gam from Insurance (A — B — C) 

233*671,138 

12.9 

Investments : 

Net Profit on Sale or Maturity 

8,281,335 


Increase by Adjustment in Book Value (Net) 

7,154,031 


Gain, Change in Difference between Book and 

Admitted Values 

19.428.247 


Gain, Other Investment Items 

11.357.891 


Net Profit from Investments 

46,221,504 


Net Gain from Underwriting and Investments 

279,892,642 


Dividends to Policyholders 

185,595,862 


Dividends to Stockholders 

Increase in General Contingency Reserve 

59.844,887 


Loss from Miscellaneous Items 

2,095,059 


Total Net Loss frorr* Miscellaneous Items 

247.535,808 


Increase in Surplus during 1950 * 

32,356.834 



Includea ^e, 27 6,204 .Health and Welfare Work for Policyholders. 


$13 
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and the rate of return studied for the particular assets: bonds, mort- 
gages, real estate, and policy loLns. 

Operating expenses might be compared with the total premium 
income. However, three major objections to this crude ratio are that 
it fails to take account of: (1) differences in the proportions of old 
and new business, (2) necessary differences in the expensiveness of 
doing different kinds of business, and (3) differences in the manner 
in which the premium rates used as a base are constructed. 

The first objection arises from the fact that the proportion of ex- 
pense is by far the heaviest during the first year of the policy, be- 
cause of the salesman's commission, medical examination, and cost 
of issuing the policy. The expenses of a company doing a large 
amount of new business in proportion to the business it already car- 
ried would tend to be a relatively high per cent of the premium in- 
come. 

Where the question is raised as to whether a given company is un- 
duly handicapped, in a comparison of its expense ratio with the 
ratios of other companies, because of its high proportion of new 
business, the three following ratios are available as a check: 

1. First-Year Commissions to New Premiums. * 

2. Total First-Year Expense to New Premiums. 

3. Renewal Expenses to Renewal Premiums. 

Ratios one and two show what proportion of new, or first-year, 
premiums are absorbed by commissions and by all first -year ex- 
penses, respectively. The third ratio states the proportion of renewal 
expenses'to renewal premiums. Some companies pay relatively high 
commissions on' the initial premium and relatively low commissions 
on renewals, while others show less disparity between the two. These 
three ratios are more useful as a cheek upon than as a substitute for 
the ratio of total expenses to total premiums. 

The second objection lies in the difference in the per cent of loading 
or expense necessary for premiums of different types of policies of 
a given company. A twenty-year endowment insurance for $1,000 
might have a premium of $52 per year; rpi ordinary life $24 per 
year for $1,000. Although the commission will be a higher amount 
on the former policy, it will be a lower per cent of the premium. So 
important is the commission as a part off the expense that a com- 
pany that wrote a very heavy proportion of its business in endow- 
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ment insurance would be expected to show a decidedly lower expense 
ratio than one that wrote chiefly ordinary life or term policies. 

The third objection* is that the ratio is unfair, because it uses as 
its base the premium rate. As a consequence, high premiums make 
the expense ratio appear low, and vice versa. Some companies will 
have premium rates very closely alike, while others will show con- 
siderable variation. The objection is significant only in the case of 
the latter. Rate differences are particularly important between par- 
ticipating and nonparticipating policies. The rates on the latter class 
of business are set considerably lower, because the policy does not 
participate in any of the savings of the company, receiving no divi- 
dends. 

Another method of allowing for varying proportions of new and 
old business in studying the expenses is offered in Best's Life Insur- 
ance Reports. Five times the new insurance written during the year 
is added to the total insurance in force at the end of the previous 
year. The total is divided into total expenses. A subsidiary adjust- 
ment, is made by adding one tenth of the variation in the average 
premium on all business below $30 per thousand or subtracting 5 per 
cent for any excess of the average premium over $30 per thousand. 
The resulting expense ratio is then stated as so many dollars per 
$1,000 of old insurance. The principle has been used by various au- 
thorities but with a varying ratio for the expense of new to that of 
established business. In order to give comparability, any industrial 
and group insurance should be separated from the ordinary insurance 
business. The expenses of 1 he industrial policies are higher and those 
of the group policies lower than for t he ordinary business?. Should 
the annuity business grow in importance and fail to l?e separated, an- 
other source of confusion might arise, because the ratio of expense 
to premiums on such contracts is very low, especially where low- 
expense group contracts are written. 

In a study of a company V expenses, then, the first consideration 
to be made is an allowance for the youth of the company and the 
proportion of its income that represents new business. The second 
consideration is the relative distribution of policies between high- 
premium classes (such as a twenty-year endowment) and low-pre- 
mium classes (ordinary life). The third consideration, the difference 
in premium rates, wben uSed as a base for the expense ratios, may 
be allowed for if a comparison of rates foi "typical policies of the 
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companies being studied reveals sufficient differences. If such differ- 
ences exist, the application of the expense ratios to the rates charged 
will quickly show the actual amounts that the policyholders are con- 
tributing for overhead per unit of insurance. 

Some other ratios that are often used in order to understand the 
company better are (1) the average premium; (2) the average policy; 
(3) the average of new policies written; (4) the average of policies 
lapsed or surrendered to average total insurance; (5) average life 
reserve per 11,000 of insurance; and (6) the ratio of surplus, or net 
worth, to life reserves. 

Life insurance assets. The balance sheet is based upon the so- 
called admitted assets; that is, assets that are admitted by the state 
supervisory authorities in testing solvency These include what are 
sometimes called “nonledgcr assets,” which refers to the accruals, 
such as accrued interest or other investment income and uncollected 
and deferred premiums. When less than the full annual premium is 
received, the unpaid portion of the premium is regarded as an asset 
under this heading. Such treatment is necessary, because the reserves 
are calculated on the assumption that the full premium is received. 

Sometimes the nonadmitted assets are also reported. The insurance 
law will not permit the inclusion of certain amounts, such as “Agents’ 
Debit Balances,” “Overdue and Accrued Interest on Bonds in De- 
fault,” and the book value of such assets as real estate and bonds 
when it is in excess of the figure authorized by the insurance depart- 
ment of the regulating state. If these nonadmitted items had not been 
separated and deducted, then the reader would find it necessary to 
rewrite ohe balance sheet making suitable deductions. The item of 
accrued interest on bonds in default is included in this group of de- 
ductions, and an examination of the detailed schedule of the com- 
pany’s investments will reveal the offending bonds. The item is not 
an unusual one, and shows how the most conservative investors suffer 
loss on occasion. 

Real estate. The real estate includes three items: (1) any office 
buildings used to house the company’s operations; and (2) real es- 
tate acquired in connection with defaulted mortgage loans, and, in 
recent years, property acquired for investment purposes. The first 
item should be small. Occasionally an overlarge, showy office build- 
ing has been constructed at an excessive cost with an eye to its 
advertising value. On the other hand, some purchases have been 
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made advantageously in a distressed real estate market at bargain 
prices. # 

In the past, most of the real estate total was property acquired 
upon defaulted mortgage loans. Growth usually indicated acquisi- 
tions through foreclosure or agreement with an embarrassed debtor; 
and decreases, the sale or disposal of such realty. When so acquired, 
real estate is appraised; and if its value is less than the mortgage 
loan, the amount is written down. 6 A clue to the condition of this 
asset will be found in the investment exhibit, where gains and losses 
on real estate acquired in this manner are shown. 

If the real estate item is substantial because of heavy mortgage 
foreclosures, it should be given close scrutiny. In addition to any 
statements on valuation methods, evidence will be sought as io 
maintenance. Total real estate expenses, including taxes, are not 
likely to run less than 4 per cent of value if adequate maintenance 
exists. More is frequently necessary when the property i% first ac- 
quired in order to repair neglect. Profit or loss on property resold 
may provide a clue to the conservatism of valuations, although a 
conservative company may show no profit on real estate sold on a 
sales contract, preferring to treat the profit as uncertain and only 
realized as the payments are received, as in installment selling. 

Investment in real estate is now permitted in limited amounts. It 
may represent large multi family apartment buildings, which some 
of the larger life insurance companies have erected and own without 
mortgage encumbrance. The largest investments have been made in 
properties acquired from industrial and other businesses a#id then 
leased back to the seller for long periods. Such leases are typically 
made with responsible tenants of high credit and provide a stipulated 
fixed return plus enough to amortize the bulk or all of the property 
cost. The result is more akin in economic character to a loan than 
ordinary real estate with its fluctuating income and value. 

6 Desirable practice is indicated in the annual reporl of Ihc* Provident Mutual 
Life Insurance Company*of Philadelphia for 1933: “The value of foreclosed real 
estate as carried in the balance? sheet is not in excess of the face amount of the 
mortgages. All acquisition costs, including back taxes, are completely charged 
off. No overdue interest is capitalized. In addition, each piece of real estate 
is carefuHy reviewed at the end of each year and where the Company is not 
satisfied with the book vqJup, it* is charged down to a figure that is satisfactory. 
During the year 1933, the sum of $627,000 was applied do reduce the book value 
of real estate and to write off foreclosure costs.” 
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Mortgage loans. “Mortgagg loans” is usually one of the largest 
assets. As made by life insurance companies and savings banks, mort- 
gages are relatively safe investments. Although 1 they require con- 
siderably more care and effort in selection than bonds and are not 
so easily converted into cash, they afford, however, an opportunity 
for a somewhat higher return. Insurance companies not only have 
found mortgage loans a most valuable investment field, but have 
also rendered a signal service to home builders and farmers by these 
investments. 

Mortgages that have been insured by the F. H. A. (Federal Hous- 
ing Administration) or Veterans’ Administration will be separately 
shown. They are protected by their insurance, in spite of high per- 
cepA ages loaned and slow repayment, rates. In the event of default, 
the lender is entitled to receive debentures that are guaranteed by 
Lhe United States Government. Loss to the lender is limited to any 
foreclosure costs in excess of the permitted maximum. Thi« amount 
could be important in states with cumbersome foreclosure proce- 
dures, such as New York and Illinois. 

Bonds. Bonds, together with the mortgages, will normally make 
up the major part of the investments. The advantages of bond in- 
vestments arc already familiar. For a more detailed study of this 
asset, the schedule of ‘‘Bonds Owned” may be examined in the an- 
nual report, where the names of the bonds and the book, or amor- 
tized, value, the par value, and the market value of each block of 
bonds purchased and held by the reporting company at the date of 
the balance sheet are ordinarily stated. Stocks, because they are sub- 
ject to greatei fluctuations in value and greater risks, are regarded 
as suitable investments only in very limited amounts . 7 

Mortgages and bonds, and sometimes preferred stocks, are re- 
garded as more suitable than common stocks for life insurance in- 
vestments for two main reasons. In the first place, common stocks 
fluctuate in price more widely, not merely because of changes in 
interest rates and credit ratings, which affect long-term credit in- 
struments as well, but also because of changes in earnings and divi- 

7 The first exceptions in the law were made to pci mil preferred stock invest- 
ment." Permission to invest in common stocks came later. It is typically limited. 
Thus, in New York State the maximum permitted is 3 per cent of assets; other 
states permit as much as 5 to 10 per cent. ActusH stockholdings of all life 
companies have run about 3 per cent of assets, of which about two thirds have 
been preferred and one third common. 
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dends. The liability of the insurance company to its policyholders 
is a fixed amount of jlollars, and there is need of a certain income 
if the reserves required by the policy contracts are to be accumulated. 
In the second place, the surplus of assets over liabilities is "O small 
generally that little leeway is left for lewses such a*, are always 
potentially present in common stock holdings. Market price fluctua- 
tions for preferred and common stocks are shown in the balance sheet. 
They are ignored for investment quality bonds and mortgages. 

The amortized value is the authorized value at which life in.-mancc 
companies are generally allowed to carry bonds on their balance 
sheet, so that market values will in some years he higher and in 
others lower.* Authorized values for defaulted bonds and for Mocks 
are ordinarily market values. In periods of unusual financial dis- 
turbance^ Jliis use of current marl’et values may be suspended tem- 
porarily. These special valuation rules are, generally, those adopted 
by the National Association of Insurance Commissioners. The princi- 
ples underlying these emergency rules apparently arc; 

1. A security is good until it is demonstrated to be bad — by de- 
fault in the case of a bond, or receivership in the case of a “took. 

2. Bonds not m default are to be carried, normally, at amortized 
value. Defaulted issues, like stocks, are to reflect market value to a 
more or less limited extent. 

3. The valuation of stocks involves market quotations, but weight 
is given to cost and dividend yield. 0 

8 From 1935 to 1939 inelusiv t , stocks were* \ allied ai maikef \ alue and bonds 
not in default at amoi lized value In 1940, the rule was stiffened so (flat bonds 
not in default may be amortized onlv if they are (a) Governments or legal 
municipals, (b) bonds* ruled in top four ruling groups hv two bond vices, 
(<•) rail'd in top five lutings by Ihiee semi os, (d) i.ited in top fne ratings by 
two services and selling at 55 or higher during each of September, October, and 
November, 1940, oi (e) bonds of less rating or unrated if proved to satisfy above 
requirement* on basis of lmestmenl qualitv The maximum value tor mortgages 
m forcclosuie was placed at unpaid balance plus one >eai’s interest and ’.axes 
Repossessed build'ngs must be depreciated at least 2 pel cent per year 

8 At the end of 1931 and 1932. the authorized values foi stocks weie market 
values as of .lurie 30, lo5l. which were*found to be the approximate equivalent 
of average market, prices for#a range of live quaiterly periods ending Sept. 30, 
1931. At flu 1 end of 1933, the authorized figure was found by averaging the 
figure used in the preceding year with quotations of Nov. 1, 1933. However, if 
this figure' was more than the amount obtained by capitalizing the aggugate 
dividend yield at a rate sufficient to maintain the reserves, this lower amount 
was to be used. For a more exact statement of the wiles, see the intioductory 
material in Be.st'a Life Instuance Repot ts for each yeai. 
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The use of the “amortized v%lue” figure may be illustrated by the 
case of the following investments: 

Book or 

* Amortized Value 


t 


Dec. SI, 

Dec. SI, 


Par 

1950 

1951 

Moatana Power, 1st 2 %’s, 1975 

$500, IK)0 

$500,000 

$500,000 

Public Service Electric & Gas, deb 6’s, 1998 . 

100.000 

157,685 

157,200 

St. Louis Southwestern Railway, 1st 4’s, 1989 

100,000 

80,764 

80.926 


Tiie above bonds were entered on the books at cost wdien pur- 
chased, and, unless unusual circumstances arise, are likely to be held 
to maturity. Bonds acquired at par, such as those of the Montana 
Power Company, have no premium or discount to be amortized. The 
St. Louis Southwestern Railway* bonds were purchased below par, 
and the discount, which will be realized in cash when thb bond ma- 
tures, is regarded as adding to the income each year. The amortized 
portion of the discount is added to the book value of the bond, so 
that at maturity the book or amortized value will be par; the proper 
proportion of the discount added to the book value is a part of the 
income from the bonds. The income from these last-named bonds 
during 1951 was as follows: 


Interest Collected $4,000 

Discount Amortized ( S80,926-S80 ,764 ) 162 

Total Return or Yield $4,162 


The Public Service Electric & Gas 6\s were purchased at a pre- 
mium, and so 1 the proper portion of the premium was written off 
during 1951. This amount, $485, would reduce the net yield from 
$6,000 (the amount of interest received) to $5,515. 

Policy loans. Loans on policies are a privilege which the policy- 
holder has a right to demand under his policy contract. Inasmuch as 
the loan is not to exceed the amount of the cash surrender value, 
which is based on the legal reserve, it is completely safe. The com- 
pany merely lends the policyholder from the reserve (that is, on the 
basis of company's own liability to him) on his own contract, which 
would otherwise be invested. Although such loans^ by becoming a 
claim against the policy, reduce the protection that the policy- 
holder has, they often,, keep the policy from being dropped, and have, 
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on some occasions, as in panic years^ been a most welcome resource 
to the hard-pressed businessman. 

The cash surrender value, which is the basis of the policy loan, is 
that portion of the accumulated legal reserve which the company 
pays to a policyholder when he surrenders his policy for cancellation. 
Because the reserve is an excess payment for future benefits to be 
obtained only by the continuance of the policy, the cash surrender 
value merely represents a fair means of settling with the policy- 
holder who wishes to discontinue his insurance. From the company’s 
point of view, policy loans have the advantage of giving a good rate 
of return with no risk, but a high proportion to total assets is looked 
upon with disfavor because borrowing is likely to lead to the lapse 
of policies and so a ioss of business. • 

Cash. £ash will be stated in two amounts, the interest-bearing 
and non-interest-bearing balances being given separately. Because 
interest is rare nowadays on bank balances, an overlarge 'cash indi- 
cates wasteful investment policy. 

ASSET PROPORTIONS AND TOTAL ASSETS OF ALL UNITED STATES 
LEGAL RESERVE LIFE INSURANCE COMPANIES 
As of December 31 





Per Cent 




1920 

1930 

1940 

1945 

1950 

Bonds 

49 0 

33.6 

55.1 

72.8 

61.4 

Stocks 

.7 

2.5 

1.8 

22 

33 

Mortgages 

29.7 

40.1 

19 3 

14.8 

25 2 

Real Estate Owned ... . 

2.3 

2.9 

67 

1.9 

23 

Policy Loans 

. . . 11.7 

14.9 

10.1 

4.4 • 

37 

Cash 

17 

.8 

3.4 # 

1.8 

1.6 

Deferred & Unpaid Premiums 

1.8 

23 

1.6 

1.4 

1 6 

All Other Assets 

3.1 

2.9 

2.0 

.7 

.9 

Total 

. . . 100.0 

100.6 

mo 

100 0 

mo 

Total Admitted Assets 

. . $ 7,320 

$ 18,880 

$ 30,802 

$ 44,797 

$ 64,020 


(in Millions) 

Source: Spectator Insurance Year Books. 

Asset distributioi|. The manner in which the funds of life insur- 
ance companies are almost completely invested is revealed in the 
accompanying percentage distribution statement of the assets of 
United States companies. The mortgages and bonds are the bulk of 
the total. In times o ^distress, policy loans, and likewise real estate, 
increase, the former reflecting the needs of pglicyholders to borrow 
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on the reserves of their policies, and the latter the acquisition of 
property from distressed borrowers on mortgages. 10 

The influence of the times upon the investment portfolio is also 
illustrated in the detailed table on portfolios shown below. 11 The 
kind of bonds — railroad, utility, or civil — which are added in any 
given year will be found to reflect the changes in the supply of new 
high-grade investment opportunities. The must extreme changes are 
found in the rise in holdings of United States Government obliga- 
tions between 1930 and 1945. Both absolute and relative shrinkage 
occurred during the business boom between 1945 and 1950. Utility 
and industrial bonds grew in importance over this period, while rail- 
road issues remained static in amount and decreased in relative im- 
portance, dropping from 15 to 5 per cent of asset in the two decades. 
Mortgage holdings grew tremendously between 1945 and, 1950 and 
rose from 15 to 25 per cent of assets, a relative position that fell short 
of the 40 per cent reached at the end of the building boom of the 
1920V 

Reserves, The layman in turning to the liability side of tljp bal- 
ance sheet is likely to feel confused at the multiplicity of headings. 
Where the term '‘present value” is given, it indicates the presence 
of the reserves mentioned above in the discussion of the construction 
of premium rates. The various headings show reserve liabilities cal- 
culated on bases varying slightly because of the issuance of policies 
at' different periods, when different interest rates and mortality 
tables were employed in computing the reserves. Tins type of liability 
% r 

™ The following excerpt from (he 1032 annual repnil of (lie Noi Ihwestcm 
Mutual Life Insurance Company relative lo its mortgage experience is of 
interest: ‘The lusioiv oi vour Company investments in these mortgages, 
during the past, 7a \eurs, includes several peiiods of severe economic depletion, 
notably those of 1873-1879 and 1893-1899 The lessons learned during those 
periods resulted in the establishment, of such consul vative rules governing the 
Company's investment practice* that the seven* dept relation m real estate now 
existing has been laigily discounted in advance Such ultimate' losses as may 
occur should be confined mainly t,o inieitsL. .On Jan. 1. 1929. the foreclosed 
real property owned . amounted to 255* ft of the total admitted assets . . . [andl 
on Dec. 31. 1932. to 1 437"',. of the admitted assets qr less than $15.00 per $1,000 

of such assets The book value of the farm properties and the improvements 

thereon at appraised cunent prices, now owned by your Company, averages only 
$37.63 per acre ” * 

11 Compiled from Life Insurance Fad Book aru? Bracked trigs oj Life Insurance 
Association oj America. t 
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is also shown for annuities and supplementary contracts, such as the 
accidental death benefit that some life insurance companies add to 
their policj r . 


CLASSES OK BONDS. STOCKS, AND MORTGAGES HELD BY 
ALL LIFE INSURANCE COMPANIES IN THE UNITKb STATES 



(Billions of Dollars) 


(FerCent) 



1930* 

1940* 

1945 

1950 

1930* 

•1940* 

1945 

1950 

Bonds • 









United States Government 

3 

5.9 

20.6 

13.4 

18 

19.0 

45.9 

21.0 

State and Municipal 

1.0 

2,4 

.7 

1 5 

5 4 

7.7 

1.6 

24 

Canadian Government . . 

.1 

.1 

1.2 

1.1 

6 

4 

2.6 

17 

Total Government 

1.4 

8.4 

22.5 

16.0 

78 

27.1 

50.1 

25.1 

Public Utility 

1.6 

4 3 

5 2 

10.6 

86 

13.8 

11.6 

16.5 

Railroad 

2.9 

28 

2.9 

3 2 

15.4 

9 2 

fits 

5.0 

Industrial Miscellaneous* 

4 

1.8 

1.9 

9.5 

19 

5 0 

4.3 

14 9 

Total Bonds . . 

6.3 

17.0 

32.6 

39.3 

33.7 

55.1 

72.6 

615 

Stocks : 







f 


Railroad 

— 

— 

.1 

.1 

— 

— 

.2 

.2 

Public Utility ... 

— 

— 

.3 

7 

— 

— 

.6 

1.1 

Other 

— 

— 

.6 

1.3 


— 

1.4 

2.0 

Total Stocks 

~5 

_ 5 

To 

2.1 

24 

1.8 

2.2 

3.3 

Mortgages: 









Farm 

21 

.9 

.8 

13 

11.2 

2.9 

1.7 

2.2 

Other 

5 5 

5.1 

59 

14.8 

29 0 

10 4 

131 

23.0 

Total Mortgages . 

To 

6 0 

6 6 

16 1 

40.1 

ToT 

14 .8 

25.2 

Other Assets 

44 

7.4 

46 

64 

23.8 

23. H 

10.2 

10.0 

Total Admitted Assets . . 

189 

30.8 

44.8 

640 

mo 

mo 

190.0 

100.0 


* 1930 ami 1940 figures for leading companies representing about* 92 per cent of total 
assets. 


Current liabilities. A number of liability items showing claims 
in the process of adjustment and payment follow. There will also 
be accrued and unpaid salaries, fees, and taxes. These items — not 
including the reserves — together with some of the dividend appro- 
priations, might be called the current liabilities ot the company. 
Most of the dividend appropriations are paid annually; but there 
are some companies, mostly those with old policies still outstanding, 
which provide for “deferred dividends/’ “Deferred dividend” policies 
have also been callefl semi tontine, accumulation, and ten fifteen 
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or twenty-year distribution policies . The present insurance laws in 
the more important states require that policies provide for the an- 
nual distribution of surplus. The New York law (as amended to 
1952, Section 216) provides: 

. . .After seizing aside from such surplus (that is, surplus earned during 
the past year) such sums as may be required for the payment of authorized 
dividends upon the capital stock, if any; such sums as may properly be held 
for account of existing deferred dividend policies, if any; and such sums as 
may be deemed advisable for the accumulation of a surplus not in excess of 
the maximum prescribed in this chapter, every such company shall there- 
upon apportion the remainder of such earnings, if any, derived from partici- 
pating policies and contracts, equitably to ail policies and contracts entitled 
to share therein during the full dividend year adopted by the company for 
such purpose 

the maximum undistributed surplus permitted under the New 
York law (Section 207) is fixed at 10 per cent of a mutual company’s 
pokey reserves and policy liabilities or $750,000, whichever is greater. 
A stock company doing an exclusively nonparticipating business is 
exempt from this provision. # * 

Surplus as to policyholders. If a company is a stock company, 
the remainder of the liability side of the balance sheet will be repre- 
sented by capital stock and surplus; if a mutual company, by sur- 
plus. The surplus may be designated as “unassigned funds,” or may 
be shown under various headings that indicate the purpose for which 
it is held. Thus, in one case, it is shown as: “Contingency Reserve 
Funds, $ — ; Dividend Equalization Fund, $— ; Security Fluctuation 
and Real # Estate Depreciation Fund, $ — .” For medium and large 
companies, the i^otal surplus, or stock and surplus, will ordinarily 
range between 5 and 10 per cent of the liabilities*. This “surplus to 
policyholders” should be studied for a period of years so that the 
trend may be noted. When taken in connection with the loss and gain 
statement, it indicates whether the dividend policy is likely to be in 
need of revision. 

Balance sheet comparison. The accompanying statements may 
be taken as illustrating the two different types of management of 
two companies, which will be called A and 23. The percentages indi- 
cate the proportion the given type of asset or liability is of the total 
assets or total liabilities. 

In view of what has been said in regard t6 investments, it is 
apparent that Company B * is in a superior position. The real estate 
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December 3?, 1931 


* 

A 


B 




Per 


Per 

Assets 

Amount 

Cent 

Amount 

Cent 

Real Estate ; 

.. $1,800,000 

36.7 

$ 670,000 

10 

Mortgage Loans 

650,000 

13.3 

28’,420,000 

40.5 

Bonds 

.. 1,030,000 

21.0 

21,860.000 

35.5 

Policy Loans 

.. 1,160,000 

23 6 

11,900,000 

17.0 

Collateral Loans 



* 1,200,000 

1.7 

Premiums Due and Deferred 

80,000 

1.6 

1,300,000 

1.8 

Accrued Interest on Bonds 

20,000 

.4 

1,300,000 

18 

Cash . 

80,000 

1 6 

500,000 

.7 

Other Assets* 

90,000 

18 

5.000 



sioiaooo 

100.0 

$70,155,000 

100 0 

Liabilities and Surplus 





Net Reserves 

- $4,620 000 

94.1 

$62,150,000 

8rf.6 

Reserves (supplementary contracts) 

70,000 

1.4 

1.500,000 

21 

Claims 

80,000 

1$ 

300,000 

.4 

Dividend Appropriations 

30.000 

6 

2,6C?I,000 

5.7 

Other Liabilities 

10,000 

2 

4(H), 000 

.6 

Surplus to Policyholders 

100,000 

2.1 

3,205,000 

4.6 


$4,910,000 

100 0 

$70"l55~000 

100.0 


* The actual report, also shows the amount of inteiost clue and accrued on bonds in 
default, which is omitted here. 


of that company is relatively small and the investment, in mortgage 
loans very large; mortgages and bonds make up three fourths of 
the assets, and the cash has been kept to a low percentage. In one 
year, Company A earned as follows: 


Ansels Per Ora* 

Real Estate ' 2.6 

Mortgage" Loans 5.0 

Bonds . 4.3 

Policy Loans 4.8 

Cash 2 9 


So large a proportion of the assets w'as in real estate that the aver- 
age rate of return on the earning assets was but 3.8 per cent. An 
examination of the two companies 1 ’ figures shows the following results 
for the year ending December 31 , 1931: 

Company A Company B 


‘ Per Cent Per Cent 

Ratio of Actual to Expedited Mortality 98 64 

Net Return on Investments . . 4.0 4.6 

Per Cent of Premium Income Spent for Expenses 23 18 
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The comparison explains clearly why Company B ’ s policies showed 
a lower net cost than those of the other. 12 Ajthough general com- 
ments on surplus are likely to he misleading, it is worth noting that 
the surplus to policyholders is 4.6 per cent for B as compared with 
2.1 per cent for A . 

Fraternal insurance. Years ago, it was felt that reserves repre- 
sented “unjust overcharges. ” The prejudice was fostered by frequent 
cases of mismanagement in the use and investment of the reserve 
funds. Fraternal societies entered the field in competition with the 
regular companies and set rates that were, in the majority of cases, 
inadequate. With the passage of time, the average age of their mem- 
bership advanced and the inadequacy of the original rates became 
evident. The more nearly adequate the rate was, the longer was the 
period before the condition became apparent. 

The various states have gradually come to require that the fra- 
ternal soeifties compute what is the equivalent of the legal reserve 
liability. 1 ' 1 The assets should be sufficient to equal this amount plus 
any other liabilities. Although the law sometimes stated that the 
valuation was not to be considered as “a test of the financial Solvency 
of the society/’ any organization which showed a deficiency had to 
increase* its assessments or accumulate surplus from operations. 
Under the laws of some states, all societies must reserve the right to 
levy additional assessments in addition to their regular “rate.” 

Some societies adopted the plan of raising their assessments, and 
others segregated their old members and started all new members 
in a separate group by themselves on a higher scale of assessments. 
With the adoption of the standards of regular legal reserve life in- 
surance, any society unable to present a suitable balance sheet and 
other supplementary figures on operations .should be regarded with 

12 Net cost in. premium less dividend) for typical policies. in:iv bo ascer- 

tained in sonic shoes from the aumial report of the Insurance Dcpaitmcn! For 
more ready referent e, see FLilcrajf’s C 4 o mjnthl (New York' Fhlcraft, Inc.), an 
annual handbook devoted to lutes, dividends, surrender \ allies and similar 
data of tin* v.uious hie lii.vaiance com pipin'^ Best’s ar a lyses hunish similar 
information. 

1:4 Insurance Law of Now York (Section 470) requires for all contracts issued 
before 1931) ' “The* legal minimum standard of valuation for all certificates... 
shall bo the A 'atiorml Fmlcrnnl Cou</u ^ Tahir oj Mortality , 4 or a table based 
on the society’s own oxpeiienoe of at leant 20 years, and covering not loss than 
100,000 lives, with interest assumption not more than 4 per cent per annum” 
Subsequent contracts have 'had to be bused on one of the tables used by the 
ordinary life companies and a maximum internet rate of 3 Vi per fent. 
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skepticism. Their reports are usually* found in the same sources as 
those of the ordinary companies. Their figures are not strictly com- 
parable in all cases because many use different mortality tables and 
interest rate assumptions. 

Property insurance. Tn the purchase of property insurance, the 
first requirement is safety. Although faith in the companies as a 
whole is justified by their record, it is well to check oyer the financial 
position of a company, as well as to learn whether it lms a satis- 
factory record for fair and prompt settlement of losses 

Of the various kinds of insuiance companies protecting one from 
loss of properly, fire insurance is the most important. There are many 
other kinds, such as automobile, burglary, public liability, credit, 
plate glass, sprinkler leakage, and workmen’s compensation. These 
various kjnds of insurance, other than fire and marine an- known 
as casualty lines. Sometimes they are written by the companies that 
write fire insurance. The lib' insurance business jnust bo handled fly 
a separate corporation. From the standpoint of statement analysis, 
these various types of insurance other than life insurance are similar. 
They are regarded as taking a uniform risk throughout the life of 
the policy, whereas in life insurance the risk increases with ad- 
vancing age. 

Illustrative balance sheets. The accompanying composite picture 
of the financial condition of stock and of the mutual fire insurance 
companies will serve to illustrate 1 the following discussion. 

Liquid assets. An examination of the assets in the^e two balance 
sheets discloses much greater liquidity than would be ^Iiown by the 
assets of the life insurance companies. In both the ^W*k and mutual 
fire statements, the proportion of mortgage loans is lelalivoly small. 
A statement by F. J. Cox, President of the National Association of 
Insurance Agents, gives the reason. This statement was made in a 
circular letter to the members of the association at a time when there 
was agitation to force the companies to invest in mortgages and to 
aid construction to relieve a housing shortage. He said: 

While doubtless many tire insurance companies would welcome the oppor- 
tunity to invest some of their funds in mortgage loans on real estate, the 
very nature of fire underwriting requires assets of a more liquid character, 
so that, in cases of catastrophe, such as the San Francisco conflagration of 
1906, which called for the payment of over $200 ,000, (X)0 to policyholders, 
their money will be instantly available lo meet, lioasmg situations infinitely 
more pressing than any obtaining m this country today. 



STOCK FIRE AND MARINE INSURANCE COMPANIES 


Combined Balance Sheets 1 


As of December 31, 1950 

Admitted. Assets * 


Per Cent 

Real Estate 

S 64,550,653 

1.0 

Mortgages 

23,216,344 

0.4 

TJ. S. Government Bonds 

2,147,105.107 

34.8 

Other Bonds ... 

689,696,825 

11.1 

Stocks . * 

2,258,329,058 

368 

Cash 

544.416.630 

88 

Premium Balances 

343,128.021 

5 6 

Other Assets . • 

107,859,761 

1.7 

Total Admitted Assets 

S6J78.302.399 

100.0 

Liabilities 

Losses and Adjustment Expenses 

S 600.129.505 

9.7 

Unearned Premiums 

2,453,381,124 

39 7 

Other Liabilities .... 

323,047.835 

5.2 

Contingency and Special Reserves 

41,593,119 

.7 

Total Liabilities ... . • 

$3,418,151,583 

55.3 

Capital Paid-Up . . 

474.178,610 *• 

7.7 

Net Surplus 

2,071,652,073 

33.5 

Voluntary Preserves ... 

214.320.133 

3.5 

Policyholders’ Surplus 

$2,760,150,816 

44.7 

Total ... 

$6,178,302,399 

100.0 

MUTUAL FIRE INSURANCE COMPANIES 


Combined Balance Sheets 


As of December 31, 1950 

Admitted Assets 


Per Cent 

Real Estate . 

S 15,480,961 

1.7 

Mortgages 

15.306,598 

1 7 

U. S. Government Bonds . . . 

420,G23,385 

46.3 

Other Bonds ... 

159,435.314 

17.5 

Common Stocks ... 

126,296.641 

13.9 

Preferred Stocks # 

33,257,996 

3.7 

Cash .... . 

90,295,926 

9.9 

Premium Balances .... 

37,083,099 

4.1 

Other Assets . . .... 

11,055,341 

1.2 

Total Admitted Assets 

$ 908.835.261 

100.0 

Liabilities 

Losses Unpaid 

$ 70,166,993 

7.7 

Unearned Premiums 

365,157,568 

40.2 

Other Liabilities* . 

•51,609,126 

5.7 

Total Liabilities , 

$ 486.933.687 

53.6 

Guaranty Funds 

15,939,627 


Surplus 

382,966,059 


Voluntary Reserves 

22,99k ,888 


Policyholders’ Surplus 

S *421,901,574 

46.4 

Total * 

$ 908.835,261 

100,0 


* Includes conditional reserve func^s. 

Source: Beat's Fire and Casualty Aggregates <& Averages. 
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Phrasing the matter more precisely, the investments of fire in- 
surance companies are marketable rather than liquid. To he liquid, 
an asset should not only be convertible into cash on short notice — 
that is, marketable — but also should be free from large price fluc- 
tuations. Many fire insurance companies invest considerable sums 
in common stocks, which, although marketable, often being more 
readily salable than bonds of considerably greater safety, are never- 
theless likely to fluctuate widely. 

It is possible that a company may carry as high as 10 per cent 
of its assets in cash. Such a high proportion is in contrast to that 
carried by the life insurance company, for which 5 per cent would 
appear so large as to cause comment. 

Unearned premium reserve. The largest amount on the liability 
side of the balance sheet is the amount of unearned premiums, which 
is sometimes spoken of as the reinsurance reserve. If a onc-year 
policy has run for four months up to the date of the balance sheet, 
one third of the premium has been earned and two thirds is unearned. 
A liability equal to two thirds of the premium will consequently be 
shown. Except when a company has shown an unusually injudicious 
assumption of risks, it will be able to turn over its risks, such as 
the liability for the unexpired eight months on the above policy, to 
another company and reinsure for an amount not greater than this 
unearned premium liability. 

In a practical sense, the unearned premium liability is overstated, 
in that the calculation is based upon the entire premium charged 
(less reinsurance in case a part of the risk is reinsured in some other 
company), without any allowance for acquisition cyst, management, 
and overhead expense — practically all of which is met at the time 
the policy is written. Thus, if on November 30 $12,000 worth of 
premiums was received for one-year policies, then on December 31 
the unearned premium liability would be $11,000. 

If it is assumed that 40 per cent of the premiums was used for 
commissions and other expenses, a partial statement of this busi- 
ness would appear with a deficit, even if no fire losses had occurred, 


as follows: 

Assets Liabilities 

Cash (or investments) $ 7.200 Unearned Premiums $11,000 

Deficit * 3,800 


$11,000 


$ 11,000 
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From an academic standpoint, the correct method would have 
been to subtract the loading from the premium income and take 
eleven twelfths of the remainder as the unearned premium liability. 
As a practical matter, the standard form of fire insurance policy so 
reads as to make the actual method of calculation the necessary 
method, because it provides that “when the policy is canceled by 
the company, it shall retain only the pro rata portion of the pre- 
mium/’ The point made, however, as to the technical overstatement 
of liability is of importance when successive balance sheets of a com- 
pany whose volume of business is changing considerably are being 
compared. A rapidly growing company would appear in an unfavor- 
able light because of this factor / 4 

During a period of decreasing business, the fact that losses and 
expenses should be less than the ■unearned premium liability that is 
being wiped out should tend to improve the surplus position. The 
influence %)f this factor will be considered again later in the discussion 
of book value and earnings analysis. 

Policyholders’ margin of safety. After the total of this unearned 
premium liability and the debts of t lie company, there will appear 
the capital stock and the surplus The surplus, or surplus plus capital 
stock, as the ease may be, is the margin of safety for the policy- 
holders, and is often spoken of as the “surplus as to policyholders/' 
The combined balance sheets used above show the relative propor- 
tions of this surplus, or net W'orth, in the case of the stock and the 
lputual fire companies. 

Loss ratios. To complete the study of a company, it is necessary 
to examine the earnings and expense*. The cash statement showing 
premiums WTitten and expenses and losses paid is unsatisfactory. 
Ifatios constructed from these figures are likely to be misleading, for 

1 1 Alfred M. Best has been quoted as follows* “One great company added in 
the year 1920 $8,000,000 to its unearned premium liability, and reported in con- 
sequence an underwriting loss of about $1,800,000 It had no choice under tin 
law, but was obliged to make up its accounts on that basis, for winch reason it 
would be aksmd even to surest that its«>flicers were gfhlty of manipulation of 
its figuies in order to conceal profits Yet. the undei writing operations of that 
company, considered trorn the standpoint of the stockholders, were highly profit- 
able dm mg the year in question, because, as a practical business fact, the 
company under normal conditions, and, barring the possibility of a great con- 
flagration, will never require anything like $8, 001), QUO ^o meet the losses under 
the policies, the wilting of which resulted m the $8,000,000 increase of its un-- 
eurned premium account (Journal of Commerce, July 21. 1921 ) 
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receipts and disbursements are not necessarily the same as earnings 
and expenses. Although the report may give only the former data, 
one can usually calculate the actual premiums earned and the ex- 
penses and losses incurred; from these figures, the loss ratio and the 
percentage of the premium income absorbed by running expenses are 
obtained. Loss expenses that are incurred in the settlement of in- 
surance losses, such as the cost of adjusters, are usually combined 
with the amounts actually paid to those insured in*the computation 
of the loss ratio. 

LOSS AND EXPENSE RATIOS FOR STOCK FIRE INSURANT! 

IIUS I NESS IN THE UNITED STATES 1929-1950 



Losses Incuhukd to 

Expenses to 


Premiums 

Premiums 


• Kahn Ei) 

Written 


Per Cent 

Pi >■ ( 'cut 

1929 

49 0 

44 1 

1930 

• * 51 0 

?G 0 

1931 

52 5 

4(19 

1932 

53 8 

48 7 

1933 

410 

47.9 

1934 

43 7 

47 3 

1935 

. 40 4 

47 9 

1930 

... 45 8 

47 5 

1937 

45 9 

40.4 

1938 

46.7 

48 4 

1939 

. . 40 8 

47 0 

1940 

19 8 

44 0 

1941 

53 3 

42 3 

1942 

59 0 

39 7 * 

1943 

52 1 

4^3 * 

41 3* 

1944 

57 3 

1945 

58 1 • 

41 5 * 

1910 

58 2 

10 5 * 

1947 

. . 58 5 

39 2* 

1948 

50 5 

38 9 * 

1949 

14 7 

38 4 * 

1950 

51 5 

38 7 * 


Fa pi si jut 1 ( )42 hit lipforu Fuilur.ii i iconic t.i\ 

The 1 combined figures for f i re losses incurred m the Tinted Stales 
for all stork companies are shown in the preceding table as per- 
centages of premiums earned. The inlluemv ol depression is seen in 
the rise of the lo^s ratio, m the early 19150 s. 


15 Bext’x htMnaiU'v Hvporlx, Fire and Mama, U&1, p. 'b. 
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Because so much of the expense is incurred at the time of the 
writing of the policies, it is common practice for analytical purposes 
to study the ratio of expenses to premiums written during the period. 
There has been a tendency for the expense ratio to rise over the past 
two decades. It has been due to reduced fire hazard and lower pre- 
miums rather than to inefficiency. The average premium per $100 of 
insurance was $1.05 in 1921, $0.86 in 1930, and only $0.67 in 1939. 16 

Calculation of true earnings. When a loss and gain statement 
is lacking and only the cash receipts and disbursements are reported, 
the earned premium income may be calculated with the aid of the 
balance sheets as follows: 


Premiums Written During Year S 4,351,000 

Add Unearned Premium Liability Beginning of 
Year ... ' ‘ . . 12, 355. 000 

Total $16,706,000 

Deduct Unearned Premium Liability End of 
Year ‘ . . 6.2 32,000 

Premium Income Earned During Year , . $10,474,000 


The unearned premiums at the beginning of the yea* must be 
carried forward to help bear the losses of the current year, and so 
are added to the premiums that come in during the year. At the end 
of the year, whatever amount is unearned must be deducted and car- 
ried forward to bear the losses and expenses of the ensuing year. 

Similarly, the figure for losses and expenses paid during the year 
can be used as a basis for learning the actual losses and expenses 
incurred . The method of finding expenses incurred would be to add 
the expenses paid during the year to the prepaid expenses and sub- 
tract the accrued expenses at the beginning of the year. From this 
amount, the prepaid expenses at the end of the year would be de- 
ducted and accrued expenses added. When the amounts of premiums 
earned and losses and expenses actually incurred are known, the 
operating section of the profit and loss statement is virtually recon- 
structed. 

In addition to the profits from operations, if there are any, there 
will be the income from the investment of the company’s funds. This 
other income explains why it is possible for many companies to 
operate profitably in spite of a narrow lrjargin of operating profit. 


16 Ibid., Fire and Marine, Id hi, p. xi. Data for recent years unavailable. 
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The major faclbr, however, that determines the profitableness of the 
fire insurance business in a given y?ar is the loss ratio, sometimes 
known as the “burning ratio,” which is the per cent of premium in- 
come consumed by fire losses. It is worth noting that in some lines 
of insurance the major portion of operating costs consists not of 
losses but of expenses, the former being relatively smaif. This situa- 
tion is illustrated in the case of steam-boiler insurance, the loss irom 
boiler explosion being relatively rare and the costs of regular inspec- 
tion consuming the major portion of the premium. 

BOSTON MANUFACTURERS’ MUTUAL FIRE 
INSURANCE COMPANY 
Income Account 

For the Year Ended, December 31, 1950 • 


Premiums* Earned . . $12,198,425 

Losses Incurred $2,722,427 

Underwriting Expenses 1,645,735 9 4.368. f62 

Net Underwriting Gain $ 7,830,263 

Net Interest and Rents Earned 928,915 

Realized Gains on Investments (Net) 38,209 

Other Income dr. 8 410 

Total Income 8 8,793.977 

Federal Income Tax 233,460 

Net Income S 8,560,517 

Gain in Value of Investments (Net) 655,243 

Total $9,215,760 

Dividends to Policyholders 8,173,497 

Balance $ 1,042,263 

"i 


Very often such loss and gain statements for the factory mutuals 
show losses much smaller than the underwriting expenses. This con- 
dition is due to the methods of the manufacturers’ mutual companies, 
which have developed high-grade inspection of factories and the 
compulsory removal of many fire hazards. These companies were 
originally organized by manufacturers who were obliged to pay pro- 
hibitive rates because of the extreme hazards incident to the unskill- 
ful construction and plan of operation of their plants. The ratio of 
losses and expenses to premiums is low, a characteristic of many 
mutual companies which charge more than similar commercial stock 
companies and then ijiake & large refund in the form of a “dividend” 
at the end of the year. By conservative dividend policies, many 
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mutual companies have been able to accumulate Surpluses which 
compare favorably with the net worth of the stock companies, as seen 
in our illustration above. 

Scientific rate-making. Expenses can be estimated in advance 
with a fair degree of accuracy. Losses are a more difficult matter in 
spite of the skill applied to the problem In the case of fire insurance 
premiums, the rates are calculated for the majority of the companies 
by a co-operative organization known as t ho Board of Fire Under- 
writers. The co-operation of companies through this board has led to 
the false charge that there is a monopoly in fire insurance. The care- 
ful investigation of risks by the “underwriters” makes possible a 
scientific rate; that is, a rate that is the result of a careful analysis 
of the various hazards to which a given property is exposed. The 
insured can find out the exact basis for his rate if he desires, and 
frequently can reduce this rate by eliminating some of flic factors 
that increase the fire hazard. 

Moral hazard. There are two types of hazard or risk so frequently 
mentioned that they must be understood in order fully to appreciate 
the profit and loss figures. They are moral hazard and conflagration 
hazard. Moral hazard is the risk that arises from the possibility of 
the insured himself causing a loss in order to collect insurance from 
the company. In the case of burglaiy or theft insurance, the insured 
might pretend a loss to recover from the company. When prices and 
property values decline, the fire insurance companies find that their 
loss ratio rises. The owner wishes to dispose of his property, and it 
occurs to him that his property has declined below the amount of his 
insurance. Inasmuch as the policy in most states protects only against 
the loss of the market value of the property at the time of fire, such 
an attempt on the part of the policyholder ordinarily requires not 
only arson but also the placing of a fraudulently high value on his 
property. 

The high correlation between the fire loss ratio and business con- 
ditions, losses being low in prosperous years and high in depression 
years, indicates that a large part of the fires in the United States are 
the result of moral hazard . 17 

17 A chart of the ratio of losses incurred to premiums written for the period 
1860-1931 shows this vividly, and if the spread between losses m good and bad 
times can be attributed to willful burning, the moral hazard is extremely im- 
portant. (Annual Proceedings oj the National Hoard of Fire U tide > writers, 1932). 
See table on page 531 aboye for recent data. 
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Conflagration hazard. The conflagration hazard is the risk of an 
unusually disastrous fire affecting an abnormal proportion of the com- 
pany’s policyholders. Any casualty that produces a loss of $1,000,000 
or more is regarded as a conflagration. The San Trancisco disaster in 
1906 was an unusually serious conflagration. The individual company 
can protect itself from tills hazard only by carefully distributing its 
risks over a largo area. It is the same principle of distributing risk 
that causes a company when it writes an unusually* large policy or 
policies on a group of buildings in close proximity (o reinsure a 
portion with other companies. 

Mutual fire insurance. Although most fire insurance is sold by 
stock companies, the local mutual fire insurance company has suc- 
ceeded by bringing together owners of dwellings and farm buildings 
who are acquaint (, d. Such a situafion has meant an unusually low 
moral hazard. If the dwellings are located so that they may be swept 
by a single lire, the company may eventually be bankrupted by*a 
conflagration. The only mutual fire insurance companies besides the 
local mutuals that have had any considerable success in this country 
are the factory mutuals The success of the latter, as ha? been stated, 
has been notable, owing to the strict enforcement of fire-prevention 
rules. 

Generally, the purchaser of insurance ran determine whether the 
rates quoted are too high by making comparisons between companies. 
An exception nm^t be made for mutual companies. Those that are 
more conservative follow the practice of collecting an advance pre- 
mium considerably in excess of the amount required to pay logses and 
expenses, thus providing against the need for an assessment in the 
event of unusual losses. The insured receives back the excess at the 
end of the year in the form of a “dividend,” but because he has lost 
the use of the funds, an allowance for interest should be added to the 
net cost obtained by subtracting the dividends from the original 
premiums. Thus, a mutual charging a premium of $100 might pay a 
40 per cent dividend at the end of the year, making the nominal net 
cost $60. But the use of $40 has been lost for a period of a year, and 
if the use of the money is assumed to be worth 5 per cent, an 
addition of $2 is necessary, making the true net cost $62. It is essen- 
tial, moreover, in choosing ^ company with a desirable premium rate, 
to select one which is financially sound. An analysis of the company s 
record should reveal; 
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1. What margin of safety j^as been provided i J the way of a 
policyholders’ surplus over the unearned premiums and other liabili- 
ties. The quality of the assets needs to be checked in order that it 
may be determined whether or not the surplus shown is authentic. 

2. Whether premiums have been substantially sufficient to cover 
expenses and losses in the past. A small deficit need not be dangerous 
if surplus is adequate or if investment income is present to offset the 
underwriting loss. 

3. Whether the company has had a sufficient experience to justify 
confidence in its management. 

Analysis by comparison. If the company can satisfy on these 
points and can quote rates as low as or lower than its competitors, 
the prospective policyholder may be satisfied. 

PERCENTAGE COMBINED BALANCE SHEETS OF U. S. FIRE AND 
CASUALTY INSURANCE COMPANIES, 1950 

Fire ami M arine ( 1 cisualt ?/ 


Assess 

Cash 

Stock 

8.8 

Mutual Stock + 

(Percentages) 

9.9 9,4 

M utual 

87 

Bonds: 

U. S. Government 

34.8 

46.3 

44.5 

52.6 

Other 

in 

17.5 

14 6 

213 

Stocks 

36.8 

17.6 

21 0 

7.2 

Other Assets 

87 

87 

10.5 

10.2 

liabilities and Surplus 

100.0 

Toad 

1000 

Too.o 

Unpaid Losses 

9.7 

77 

34 2 

40.8 

Unearned Premiums 

397 

40.2 

25.6 

20.6 

Total 

49 4 

47.9 

59.8 

61.4 

Other Liabilities 

5.9 

5.7 

7.3 

11.3 

Total Liabilities 

55.3 

53.6 

67.1 

72.7 

Net Worth (or Policyholders’ Surplus) 

44.7 

46.4 

32.9 

27.3 

Total . . 

100.0 

100.0 

Toon 

100.0 

Total Assets (Millions of Dollars) . . . 

6078 

"“909 

4^25 

M73 

Number of Companies 

389 

217 

257 

154 


Percentage balance sheets provide a method for quick examination, 
such as a banker might find useful in ipaking decisions as to the 
acceptability of insurance offered by borrowers on pledged property, 
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where the maifl concern is financial^trength. 1 * Such material would 
be a useful first step in surveying the companies but would need to 
be supplemented by more attention to detail and a thorough study 
of earnings and general tendencies. 

Percentage balance sheets based upon the combined balance sheets 
of fire and casualty companies of both the stock and mutual types 
are arranged on the preceding page in comparative form. 

The usual ratios given most emphasis for this type of study are: 

1. Cash -f Bonds to Loss Reserves + Unearned Premiums. 

2. Cash -f Government Bonds to Loss Reserves H Unearned Premiums 

3. Cash + Bonds to All Liabilities (excludes Net Worth). 

4. Policyholders” Surplus to Total Assets (or Liabilities and Surplus). 

These four ratios for the various groups of insurance companies 
were as follows: 

Fire and Marine Casualty 




Stock 

Mutual 

SlOCit 

Muftial 

1. 

Cash and Bonds to Loss and Unearned 






Premium Liability 

1.11 

154 

1.15 

1.35 

2. 

Cash and Governments to Loss and 






Unearned Premium Liability 

.88 

1.17 

90 

1.00 

3. 

Cash and Bonds to all Liabilities 

.99 

1.37 

1.02 

1.13 

4. 

Surplus to Total Assets 

,45 

.46 

.33 

27 


The fourth ratio drawn directly from the balance sheet percentages 
shows the fire companies as a class had more substantial policy- 
holders' surplus (or net worth) in relation to liabilities than the 
casualty companies. This difference may well have resulted from the 
more rapid growth of the casualty than the fire business* and the 
difficulty of building a corresponding equity. Risk^ of the business 
are probably as great as or greater in the casualty field than in the 
fire field. In general, this difference in relative protecting equity has 
led the casualty companies to invest more heavily in fixed value 
securities (that is bonds) and make smaller commitments in stocks. 
This tendency explains why the first three ratios, which measure 
various relations between cash apd bonds to liabilities, show less im- 
portant differences between the two kinds of insurance. The policy 
of keeping sufficient fixed value assets to cover all liabilities is appar- 

18 Aggregate difta and percentage analysis for individual companies may be 
found in Best's Fire an^t Casftalty Aggregates Sc Averages. The balance sheet 
percentages used here are from that source. • 
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ent in all four groups (ratio 3), Some believe that slacks should not 
exceed the company's surplus proper (or retained earnings), so that 
price fluctuations will neither endanger solvency nor even threaten 
impairment of the capital stock. As between the stock and mutual 
companies ip each field the first three ratios show the mutual com- 
panies to have invested more heavily in fixed value assets than have 
the stock companies of the same type. 

Analysis for the stockholder. Whereas policyholders are pri- 
marily concerned with statements to determine the company's sol- 
vency, the stockholders are chiefly interested in earning power, with 
“liquidating" value receiving attention. Reported earnings require 
adjustment whenever the volume of premium income grows or de- 
clines from year to year The effect of setting up a liability for un- 
earned premiums equal to the ful1*unexpired portion must, bo allowed 
for in the fire and casualty field because so much of the underwriting 
expense, dr loading factor, is spent at the time the policy is written. 
In fire insurance, it is customary to estimate 40 per cent of the pre- 
mium as sufficient to cover acquisition costs and 60 per cent inade- 
quate to cover fire losses and Mich minor running expense* a« may 
have to be met during the life of the policy The characteristic ad- 
justment of reported earnings to allow fo v the “overstatement" of the 
unearned premium liability Und so the understatement of earned 
premium income) is to add 40 per cent of any increase m that liabil- 
ity during the year to the reported net profits. 

In a year in which the liability decreased, 40 per cent of that 
decrease,. would be subtracted to estimate the trim earnings for the 
year. More particularly, this adjustment applies to tin- underwriting, 
or operating, section of the income statement, and so should be used 
on that section. A roughly equivalent device sometimes employed is 
to supplement the comparison of earned premiums with expenses 
and losses incurred (on an accrual basis) by making a comparison 
of the premiums collected (cash) with the expenses for the year. 
Thus, if a newly started company wrote $1,000,000 of premiums and 
was obliged to spend 40 per cent on commissions and other acqui- 
sition costs, a normal relation would appear in a comparison of 
expenses with premiums collected. If, however, only one half, or 
$500,000, of the premiums expired, or were earned, during the year, 
while the other half were set up as a liability, the ratio of expenses 
to the earned premium income would show the extremely, high figure 
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of 80 per cent* Vhe illustration is ex^eme, but it indicates the neces- 
sity of an adjustment yhen a large change in the volume of premiums 
takes place. 

The ratio of losses from fire and other hazards plus underwriting 
expenses to the premium income not infrequently equals or ap- 
proaches 100 per cent. This operating ratio leads to the popular hut 
inaccurate statement that no profit is made on the insurance business 
but- only on the investments of the company. The statement ignores 
the fact that the premiums paid in advance supply much of the funds 
that are invested to produce Hie investment income. The combined 
balance sheets given above show more than half of the assets supplied 
by the policyholders. If the i elation of liabilities to stockholders’ net 
worth were exactly fifty -fifty, and if it were further assumed that Hie 
assets eluded a 5 per cent return in investment income v T inle premium 
income just covered all underwriting looses and expenses, then the 
stockholders would earn twice 5 per cent, or JO per cent, on tlfeir 
net worth. Tic* operations that bring in the huvb* to increase con- 
siderably the rale of return upon stockholders' investment can hardly 
be regarded as profirle-s even though the operating section shows no 
net- return. 

The analysis of the investment income is a study of the perform- 
ance of the investment portfolio, which often includes common stocks 
as well as bonds. Investment m the former is made possible by the 
substantial net worth that guards the liability lo policyholders. A 
desirable limitation would bo for common *tock.- not to exceed net 
worth, so that liabilities would be supported bv bonds and other 
assets less subject, to price fluctuation. A more conservative standard 
would place the maximum limit at the surplus figure^ so that not only 
the liabilities but also the par value of the insurance company’s stock 
might be guarded against impairment. 

The favorable rate of return upon stock investments held by fire 
insurance companies during the first- three decades ol the present- 
century did much V* popularize stock investments generally. 14 '* Be- 
cause of the possibility of obtaining the benefits of investment diver- 

19 For the comparative record of bond and stock earnings for some leading 
fire insurance companies, see Dwight C. Rose, The Practical Application ol 
Investment Management (Nq,w York: Harper and Brothers, 1933). The original 
edition ot this book, entitled A Scientific Apptoach tn Investment Management 
(New York- Harper and Brothers, 1928), has been regarded as one ol the most 
forceful argiAnents for common storks. 
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sification indirectly through firo insurance companies/‘with a long and 
well-known record, fire insurance stocks haye been regarded as a 
kind of investment trust, the hazards of underwriting being ignored, 
at least during good times. 

Balance sheet values as well as earnings are given weight in the 
analysis of an insurance stock. The readiness with which asset values, 
consisting so largely of listed securities, may be checked against 
market prices explains this emphasis. Instead of book value, so-called 
'‘liquidating value” is ordinarily employed. The latter figure is ob- 
tained by first adding to (or subtracting from) the book net worth 
any security appreciation (or depreciation) resulting from market 
fluctuations that is not already reflected in the asset figures. To this 
net worth based on market values is added that proportion of the 
unearned premium liability which 1 is believed to be in excess of the 
amount actually needed to meet future losses, 40 per cent being the 
fraction ordinarily used for fire insurance companies. 

In order to make the foregoing technique for estimating “liquidat- 
ing value” applicable to other lines of property insurance, or to allow 
for possible changes in the ratios with the passage of years, a more 
general rule might be developed. The use of the 40 per cent rule is 
due to the expectation that 60 per cent of the unearned premiums will 
cover all future losses, the expenses being substantially met at the 
time the premium is written. So instead of 40 per cent, in any given 
situation, the proper per cent to use would be the amount by which 
100 per cent exceeds the customary loss ratio. 20 

By drawing an analogy between fire and life insurance, it has been 
suggested that the book value of the stock of the latter should also 
be increased by some percentage of the reserve liability to give a 
liquidating value figure. It is pointed out that, typically, such com- 
panies experience mortality losses equal to but 55 or 60 per cent of 
the figure for which the premium rates provide. This argument over- 
looks the fact that much cr all of this gain is returned to the policy- 
holders in the form of dividends upon participating policies, which 
even stock companies may issue. With nonparticipating policies, the 

20 Best states the common practice for computing liquidating value per share 

. . is based on . . . [net worth] . . . , and the equity in the unearned premiums, 
uniformly computed at 40% for direct fire and allied lines of business and 35% 
m the case of reinsurance companies handling the samk forms of coverage. A 

35% equity is also used for direct casualty lines Best's Insurance Reports , 

Fire and Marine , 195], p. xivj 
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stuck company\finds it necessary to lower its premium rates to such 
an extent that approximately the same result is achieved; otherwise, 
such policies would, not be readily salable. The benefits that any indi- 
vidual stock company derives from underwriting activities are best 
discovered by a study of the return earned upon net worth, allowance 
being made for a nominally high expense ratio, as was previously 
explained, where a company is engaged in expansion by acquiring 
an unusual proportion of new business. 

Conclusion. In the analysis by policyholders of the statements of 
life insurance companies and of those protecting .against property 
losses, there is a difference in emphasis. In connection with the life 
insurance companies, primary interest lies in the character of the 
operations — the mortality, the interest returns, and the expense ratio. 
Efficiency of operation results in low-cost insurance, because net cost 
is dependent upon savings effected and the amount of returned divi- 
dends. The balance sheet, although of interest as showing the degree 
of investment diversification and the general soundness of the com- 
pany, is clearly secondary in importance. For companies offering 
protection against fire and casualties, however, the earnings are inci- 
dental, and the indications of safety recorded in the balance sheet are 
of first importance. 

This difference is due to the fact that, in the former class, the 
policyholder is usually a part owner, through his mutual policy, and 
has engaged in a long-term contract, where operating results are 
likely to have considerable bearing on final results, whereas in the 
latter class the policyholder is ordinarily a creditor, and his’contract 
is for so brief a period that a balance sheet is a suffitient measure of 
his safety. 

The analysis of an insurance stock, however, requires an investiga- 
tion of the earning power as well. This work involves a dual study: 
first, that of the underwriting activities, and second, that of the 
investment activities. An appreciation of the peculiarities of the 
business is important in the interpretation of both earnings state- 
ments and the balance sheet, as is indicated by the unusuai signifi- 
cance of the operating ratio and the common use of liquidating value 
rather than boqk value. 



CHAPTER XIX 
Holding Companies 

Nature of the .holding company. In the strict, sense, a holding 
company is a corporation that controls one or more corporations 
through the ownership of a majority of t he shares of their voting 
stock. In popular parlance, the ownership of enough stock, even 
though considerably less than a majority, if sufficient to give;, working 
control, is regarded as justifying the use of tiic term “holding com- 
pany.” Minority control is an uncertain thing, and so whenever a 
precise and objective standard is wanted, as in most accounting, 
legal, and financial discussions, the first concept is used. 1 The holding 
company is also spoken of as the “parent” company wlfen it ha* 
been instrumental in the formation of the controlled corporation. The 
latter is referred to as a “subsidiary,” or “constituent,” company. 
The corporations related in the holding company system are also 
called “affiliated” companies, although the word affiliated is quite 
widely used to cover situations in which the control, or the substan- 
tia] control, of two or more corporations is held by the same; interests, 
such as & family group. 

Wherever it Ts desirable to unify a group of corporations, the 
easiest method is to acquire a controlling stock interest in these 
corporations and have these blocks of stock owned by the holding 
company. To purchase the properties and dissolve the individual 
companies might be very inadvisable, as it might result in the loss 
of valuable good will. Moreover, such a step might be more difficult 
to accomplish, because it would require the agreement of a larger 
per cent of the stock; for example, in New York state the consent 
of two thirds of the stock is required before the assets of a corpora- 

r 

1 However, the Public Utility Holding Company Act of 1935 defines a utility 
holding company, for the purpose of placing it undci 4 the jurisdiction of the 
Securities and Exchange Commission, as one holding 10 per cent of the voting 
securities, unless the Commission declares otherwise. * 

542 
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tion may be s<^l, and even a small ^iissenting minority may create 
difficulties 

Purposes of the holding company. Because of the relative facil- 
ity with which the holding company relationship may be formed, it is 
customary to think' of it primarily as a device for effecting combina- 
tions. Its merits as compared with outright fusion or merger may be 
stated here so that the possible motives for its use, as financial state- 
ments show it being employed in various fields, may be better appre- 
ciated. Because the following comparison has to do only with the 
relative merits of the holding company as a form of organization, the 
desirability of combination and large-scale operation is not men- 
tioned Should the hoped-for advantages of combination fail to 
appear, the grouping can be broken up more readily under a holding 
company ^irrangcment than when properties and operations have 
been mingled in a single corporation by merger. 2 

The general advantage of a holding company system ov*er a com- 
plete merger of tin* affiliated companies is that combination is 
achieved by it and yet the individuality of the various constituents 
is preserved More specifically, the chief advantages of the former 
are; 

1 . Financial. 

a. It saves t lu* costs and difficulties attendant upon outright 
merger. 

h. The holding company is not liable for the debts or other obliga- 
tions of subsidiaiies. 

c. Relative ease m keeping separate and discontinuing* an un- 
profitable business ® 

d. Keeping various units in separate corporate compartments 
makes possible the continued financing and expansion of those that 
are profitable in spite of the weaknesses of the others. 

2. Administrative. From the standpoint of administration, the 
single operating coippany is the more useful if highly centralized 

2 Thus, m 1933, Drug, Incorporated, decided that its subsidiary properties 
would be more profitably opera led as unrelated units, and proceeded to dissolve 
by segregating th^m and distributing among its stockholders holdings in United 
Drug, Inc., Sterling Products, Inc , Vick Chemical, Inc., Bristol-Myers, Inc., and 
Life Savors Corporation Note* also the comparative ease with which the utility 
holding company systems ar« i dismembered under the Public Utility Holding 
Company Ac4. 
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responsibility is desired. The rse of subsidiaries facilitates decen- 
tralization, because the executive officers of a, subsidiary corporation 
are likely to regard their responsibility as greater and their power 
to initiate and execute policies larger than they would if they were 
only divisional heads. Factors that would favor decentralization, and, 
therefore, the holding company form of organization, would be: 

a. Different lines of products, particularly those which require 
different methods of marketing or of operation, and so management 
with different types of experience. 

b. Differences ,in territory which create special problems that are 
best handled by local executives. 

c. Competition of the sort that frequently gives rise to nonroutine 
problems that require prompt action and are best handled by a de- 
centralized system. 

.3. Legal. 

a. It permits the isolation of business subject to regulation and 
special accounting publicity, thereby simplifying the problem. This 
advantage is most important when the system undertakes a variety 
of business lines. 

b. It permits the formation of units to do business in states or 
countries where “foreign’* corporations suffer from adverse legislation 
or taxation. 

4. Public Relations . It permits individual business units to retain 
valuable good will that might be lost in a merger. 

The major disadvantage inherent in the holding company system 
is the increased taxation and the other expenses of maintaining a 
number of corporate organizations. The device has also lent itself to 
such abuses as (a) unsound financing, it being easier to build a 
highly speculative pyramid with a complex system of companies 
than with a single operating company; (b) the mulcting of com- 
panies by devious intercompany arrangements; and (c) the conceal- 
ment of financial conditions through the complexities of holding 
company accounts. 

The actual uses of the holding company arrangement may be 
found illustrated in any number of our major corporations in virtu- 
ally every field. The United States Steel Corporation has subsidiaries 
representing the various stages of production from unrnined coal and 
iron ore to the various finished steel products, and separate com- 
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panics for various types of products. 3 General Motors Corporation 
manufactures ift various kinds of passenger cars in plants directly 
owned* and in recent /ears has merged certain accessory and house- 
hold appliance subsidiaries. Separate subsidiaries are used, however, 
(a) to conduct foreign production (such as General Motors of Can- 
ada, Ltd.) ; (b) to conduct lines that supplement the irferchandising 
of its products, such as financing, insurance, and accounting (for 
example, General Motors Acceptance Corporation smd General Ex- 
change Insurance Corporation) ; and formerly (c) to own real estate 
for other than plant purposes (for example, General Motors Building 
Corporation and Modern Housing Corporation). The similar use of 
subsidiaries may be found among other large industrial corporations, 
such as Allied Chemical and Dye Corporation, E. I. du Pont de 
Nemours and Company, and Standard Oil Company of New Jerst*y. 

Amonjj; the railroads, the purchase of stock has often been the first 
step in a course leading eventually to complete consolidation. So, .at 
any given time, many of the major railroads will be found to be both 
oper&ting and holding companies. With the advfcnt of the Transpor- 
tation Act of 1920, the Interstate Commerce Commission was given 
the power to regulate the acquisition of railroads by other operating 
companies. The holding company, a purely financial unit owning no 
physical operating property and so not subject to the Commission, 
made it possible formerly to avoid the regulation imposed by the 
Act. The Alleghany Corporation and the Pennroad Corporation were 
pure holding companies of this type. 4 

Until their recent and wholesale dissolution under the Public Util- 
ity Holding Company Act of 1935, the most important use of the 
pure holding company was in the public utility field. In 1930, nine- 
teen leading holding companies, controlling chiefly electric and gas 

3 See the organization chart of the United States Steel Corporation in L. H. 
Haney, Business Organization and Combination (New York: The Macmillan 
Co., 3rd ed., 1934), opposite p. 262. 

* The place of the Alleghany Corporation in the Van Sweringen System (1930) 
and that of the Pennsylvania Company and the Pennroad Corporation in the- 
Pennsylvania Railroad System (1930) appear in charts in James C. Bonbright 
and Gardiner C. Means, The Holding Company (New York: McGraw-Hill 
Book Co., 1932), pp. 261 and 265. Section 202 of the Emergency Railroad Trans- 
portation Act of 1933 provided that the Interstate Commerce Cpmmissiou 
should, restrict voting gpwer tvhere railroad stock is so held as to give control 
to another carrier or to those who control other carriers in a manner contrary to 
the consolidation plans of the Commission. 



54$ HOLDING COMPANIES 

properties, had consolidated capital structures total|ig $12,763,000,- 
000.® Nine of these were reputed to be controlled through substantial 
minority holdings by United Corporation and the Electric Bond and 
Share Company. This remarkable concentration of ownership was 
furthered by two important economic factors: (1) the greater finan- 
cial strength* of a large utility system in comparison with a small 
property; and (2) the efficiency and economy of centralized manage- 
ment, which can give highly trained technical service to a large 
number of companies that could not individually support such an 
expensive staff on a full-time basis.* Other influences were also pres- 
ent: (1) the desire of engineering and manufacturing groups to con- 
trol properties to which they could sell services and equipment, (2) 
the similar wish of investment bankers to control systems in order 
to obtain the profits from selling their securities, (3) the profits to 
promoters creating these combinations, and (4) the ease with which 
la^ge investments can be controlled through a relatively small invest- 
ment by means of the holding company form of organization. 

A classic example to illustrate the last point has always bee A the 
former Rock Island Company. The ownership of $25,000,000 of the 
preferred stock of that company gave the control of railroads with 
a capitalization of approximately three quarters of a billion dollars 
(1906).' 5 * 7 8 The utility holding companies offered the most important 
examples of the control of large systems through the ownership of 
relatively small amounts of stock of the chief holding company/ The 
bulk of the funds was raised by the sale of bonds and preferred stocks 
sold by the operating and intermediate holding companies. 

5 Consolidated capital structure proportions of these lending systems for 1930 
are reported in Chicago Journal of Commerce, Dec. 30, 1931. For a discussion 
of the development of some of these companies, see Bonbright and Means, 
op. cit pp. 90 ff. 

8 That these advantages can be overstressed is suggested by M. H. Water- 
man’s study, Financial Policies of Public Utility Holding Companies (University 
of Michigan, 1932), pp. 2 fj. 

7 In 1907, the system began to grow smaller. Ripley exaggerates the scale of 
the pyramid by taking the controlling ^tock interest 'at a market value of 
95,000,000 while leaving the controlled capitalization at par of $1,500.000 000, 
and by including in the latter figure the duplicate capitalization of the pure 
holding companies. W. Z. Ripley, Railroads : Finance and Organizatioyi (New 
York: Longmans, Green & Co., 1915), p. 531. For a chart of this system, we 
Haney, op. cit. f p. 256. 

8 For illustrations, see Waterman, op. cit., Chap, 3, and Bonbright and Means, 
op. cit., Chap. 5. 
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Legality antimonopoly. Although the holding company cannot 
be chartered in 4 few states, where it Is considered illegal, the leading 
industrial states permit its existence. Because it is so largely a finan- 
cial device, it is usually incorporated in some state such as Delaware, 
where taxes and corporation laws are favorable. In a jurisdiction 
where “foreign” corporations are subjected to special burdens, the 
effects of such laws may be limited by the formation of a special 
subsidiary to conduct operations there. 

The threat against the holding company is clue not to anything 
inherently illegal in its nature, but to the possibility that it may be 
used for an unlawful purpose. Because it facilitates combinations, it 
may in specific cases run counter to the Federal antitrust laws. 

The Sherman Anti-Trust Act was enacted by Congress in 1890 to 
do away with combinations that acted “in restraint of trade.” Tfte 
Clayton *A # ct was passed as an amendment, m 1914. to increase the 
effectiveness of the former act. A number of unfair busine&>practi($s 
that would tend to reduce competition were forbidden, and stock- 
holdings the effect of which would be “substantially to lessen com- 
petition or to tend to create a monopoly” were specifically prohibited 
by the latter law. 

Industrial holding companies have been dissolved when adjudged 
to have effected an unlawful combination. In the utility field, how- 
ever, monopoly has been permitted and regulated; hence, the advent 
of the holding company did not reduce competition, although it in- 
creased the complexity of the regulatory problem by creating new 
and sometimes disturbing intercompany relationships. That there are 
advantages other than monopolistic control to a business that com- 
bines with others is explained in the following statement made in 
one of the annual reports (1913) of the Standard Gas & Electric 
Company. 

In not one single instance does the Standard Gas & Electric Company 
control subsidiaries which are natural competitors. Its subsidiaries in every 
case are located in different municipalities and so situated that competition, 
one with the other, is ?m impossibility. In other words, there is no element 
of a trust or monopoly as defined hv f he anti-trust laws in the situation 
Standard Gas <fc Electric Company. Holding companies in the utility field 
have so thoroughly demonstrated their great advantages, in the way of 
economical management and # facilities for financing, over those possessed by 
isolated local utility cdlnparnes that it is hardly within the realm of possi- 
bility that any serious attack will ever be made ufon them. 
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The subsidiary companies may be financed from f$e proceeds of a 
single large issue of securities by the parent or holding company. The 
investor not only has a security of increased marketability, but 
obtains the increased safety that comes from investment in a number 
of widely separated properties. The administrative advantages have 
already been suggested. In spite of these merits, the Security & Ex- 
change Commission has required that the electric and gas utility 
holding company systems be broken up, except where the subsidiaries 
form a single integrated system, such as the Southern Company and 
the West Penn Electric Company. The Southern Company, for ex- 
ample, serves four of the Gulf states with an interconnected electric 
power system through four chief subsidiaries: Alabama Power Com- 
pany, Georgia Power Company, Gulf Power Company (northwesterr 
Florida), and Mississippi Power Company. 

Difficulties with statements. A chief difficulty in studying the 
holding company lies in securing satisfactory financial statements. 
From a legal standpoint, the holding company is but an investor in 
certain stocks. The asset side of its balance sheet would show little 
more than “Investments,” and the income would be “Income from 
Securities,” except when the holding company operates properties 
directly owned. Practically, this network of corporations should be 
viewed as a single unit. Herein lies the purpose of consolidated 
financial statements. 

The case has been stated in the following terms in the regulations 
promulgated under the former Federal income tax law: 

The provision of the statute requiring affiliated corporations to file con- 
solidated returns is based upon the principle of levying the tax according to 
the true net income and invested capital of a single business enterprise, even 
though the business is operated through more than one corporation. Where 
one corporation owns the capital stock of another corporation or other cor- 
porations, or where the stock of two or more corporations is owned by the 
same interests, a situation results which is closely analogous to that of a 
business maintaining one or more branch establishments. In the latter case, 
because of the direct ownership of the property, the invested capital and net 
income of the branch forrr a part of the invested capital and net income of 
the entire organization. Where such branches or jpiits of a business are 
owned and controlled through the medium of separate corporations, it is 
necessary to require a consolidated return in order that the invested capital 
and net income of the entire group may be accurately determined. Other- 
wise, opportunity would be afforded for the evasion cf taxation by the shift- 
ing of income through price-fixing, charges for services, and other means by 
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which income co&ld be arbitrarily assigned to one or another unit of the 
group. In other \ases, without a consolidated return, excessive taxation 
might be imposedas a result of purely artificial conditions existing between 
corporations within a controlled group. 9 

That the problem is by no means a domestic one is shown by the 
following excerpt from a letter from the Council of tha Association 
of British Chambers of Commerce to the President of the Board of 
Trade pleading the urgent need for the amendment o£thc Companies 
Act of 1929, sometimes held up as a model for American action: 

The figures relating to company registrations during the last few years 
show an enormous growth in the number of subsidiary (Companies, and the 
majority of important public companies have adopted the subsidiary com- 
pany principle to such an extent that their balance-sheets are frequently 
useless as a guide to the true position of the company. In a number of casys 
the profit ayd loss accounts issued to shareholders are useless and misleading 
through the noninclusion, or only partial inclusion, of the ro&ults of sub- 
sidiary companies. The accounts of public companies now issued to share- 
holders are more unsatisfactory than they ever have been when regarded 
from Jhe standpoint of exhibiting a true and correct view of the state of a* 
company’s affairs and its earning capacity. 30 

An illustration of the relatively small amount of information to be 
had from the pure holding company financial statements may be seen 
in the following statements of the Southern Company, especially if 
they are compared with the consolidated statements of the same 
•company shown later. (The income account is even rnoie informative 
than the customary holding company statement in showing the de- 
tails of what each subsidiary paid in dividends.) The assets, chiefly 
investments, sometimes give no clue either as to the type of securities 
held or as to the kind of properties behind the securities. The liability 
side does not indicate whether the prior claims of subsidiaries that 
must first be cared for before the holding company collects on its 
holdings are many or few The earnings statement, because it shows 
only the interest and dividends received (mostly the latter), cannot 
tell the story of the real earning power available from the subsidi- 
aries and the character of the earnings, which would be reflected in 
the income statements of the subsidiaries. 

9 Regulations 45 relating to the income tax under the Revenue Act of 1918, 

Article 631, “Affiliated Corporations.” More recent regulations condense this 
statement. • 

10 Financial Digest (London), June 18. 1934. 
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Sometimes it is possible to piece out the position of the holding 
company from the reports of subsidiaries, regarding the former as 
merely an investor in the latter. Frequently, however, there is inter- 
corporate business that requires the elimination of certain intercom- 
pany profits before the various figures can be, combined into one 
correct statement for the whole group. Such a condition we may beak 
illustrate by a study of the construction of consolidated statements. 

The consolidated balance sheet. Consolidated statements, in the 
proper sense, show the condition (balance sheet) and operations (in- 
come account) of the parent and constituent companies as though 
they were parts of a single enterprise. Confusing intercompany rela- 
tions are eliminated so that the investor in the securities of the 
holding company can see how his interest stands with relation to the 
o^her parts of the system when r the various corporations are con- 
sidered as a group. ‘ * 

^When combined, the assets of the affiliated companies fall under 
the following headings; 

1. Assets that are not affected by the intercompany relatiohsjjiip. 

2. Amounts owed by one affiliated company to another. 

3. Securities of one affiliated company held by another. 

4 . Assets purchased by one affiliated company from another. 

Little need be said of the first class, which is made up of cash and 
most of the fixed assets. The simple sum of all such assets as are held 
by the related companies would appear without adjustment in a 
consolidated balance sheet. 

Intercompany accounts receivable, and the like. As for any 

amount owed by one of the companies to another, whether it is a 
promissory note, an advance, a loan, or an account, it is a liability 
for one company to the same amount that it is an asset for another. 
The group being viewed as a single enterprise, the two items are 
eliminated. Their inclusion would be regarded in the same light as 
would the inclusion among the assets in a manufacturer's balance 
sheet of a loan by that manufacturer to a braneh office with the in- 
clusion of the liability of the branch office among the current liabili- 
ties. The actual treatment is, of course, to omit both items and 
merely add the cash of the branch office (or whatever other asset 
was transferred) to the similar asset of the horpe office. 
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THE SOUTHERN#COMPANY 
Corporate Balance Sheet 
December 31, 1951 
Assets 

Investments in Subsidiary Companies, stated at underlying book 


value, exclusive of retained earnings since January 1, 1948 $154,693,581 

Investments in Other Nonconsolidated Subsidiaries and Service 
Companies at Cost or Less • 72,784 

Current Assets : 

Cash $ 777,914 

CJ. S. Government Securities, at Cost 4,383,236 

Accounts Receivable 1,909 5,163,059 

Deferred Debits: 

Capital Stock Expense 93,828 

§ . # $160,023,252 

Liabilities 

Capital Stock Equity: - * • 

Common Stock (par value $5) $ 81,532,470 

Amaunt Paid-in in Excess of Par Value .... 73,271.455 

Earnings Retained in the Business since January 1, 1948 3,975,483 

$158,779,408 

Current Liabilities: 

Accounts Payable $ 891 

Due to Associated Companies 1,272 

Accrued General Taxes . . . 47,363 

Accrued Federal and State Income Taxes 1,129,531 

Miscellaneous 64,787 1 ,243,844 

3160T033J 

Statement of Earnings # 


For the Year Ended December 31, 1951 # 


Dividends from Subsidiaries: 

Alabama Power Co $ 6,938,053 

Georgia Power Co. . 6,197,018 

Gulf Power Co. 845,000 

Mississippi Power Co 1,255,500 

Interest ... 65,079 

Total Income * $15,300,650 

General Expenses* •. 732,109 

General Taxes — * 57,647 

Federal Income Tax 1,040,438 

Net Income $13,470,456 

Dividends . # 12,845,195 

Balance after Dividends $ 625,261 
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Intercompany security holdings. Securities art* treated in the 
same manner as are the accounts and notes, as far Us possible. They 
are different in that they may be carried by the holding company at 
an asset value different from the amount shown on the liability side 
of the issuing company’s balance sheet. How this discrepancy is han- 
dled will be considered in connection wilh the showing of stock and 
surplus for the consolidated statement. 

It is important that there be a complete consolidation of all the 
related companies. The combination of the statements of only those 
companies that are in good condition and the carrying of the weaker 
subsidiaries under the asset “Investments” in the consolidated bal- 
ance sheet is to be guarded against. 

4 Intercompany transactions. The last class of assets to be con- 
sidered are those which have been purchased by one of the companies 
from another. The most common example is inventory purchased 
from an affiliated company Because intercompany transactions are 
to be viewed as interdepartmental matters in the consolidated state- 
ments, intercompany profits have to he eliminated in the*valuation 
of the consolidated inventory. The details of method whereby the 
accountant handles this elimination foi the purposes of the consoli- 
dated statements need not concern us except as it is desirable for the 
reader of statements to recognize the principle involved and to under- 
stand any terminology referring to this practice . 31 The financial 

11 The details of accounting coveting such technical matters as the non- 
elimination of that portion of the profit attributable to the minority stock- 
holders, vhe determination of the amount of profit to be eliminated, and the 
handling of intercompany losses may be studied in II A. Finney and II. E. 
Miller, Principles of Accounting — Advanced (New Yoik: Prentice-Hall, Inc., 
ftth ed., 1952), pp 389-396 A striking example of profits taken on sales to sub- 
sidiaries was disclosed in the report of Gillette Safety Razor Company to the 
New York Stock Exchange m a listing application dated Nov 11, 1930 In the 
five-year period, 1925-1929, prior to the merger with AutoStrop Safety Razor 
Company, reported earnings exceeded actual earnings by an average of 
$2,370,000 annually. This discrepancy arose from the practice of billing goods to 
foreign selling subsidiaries at approximately the domestic wholesale prices, 
taking profits at once in the form of accounts receivable, and thus anticipating 
unrealized profits. For the years 1927, 1928, and 1929, the company had reported 
to stockholders, in not fully consolidated statements, net profits of $14,581,000, 
$16,244,000, and $13,582,000, respectively. The certified and fully consolidated 
statements to the Exchange showed profits of $13,122,000, $12,632,000, and 
$10,244,000 for the same years (Standard Statistics Company annual report 
card April, 1934.) 
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statements maylmake no reference t£ the elimination, but it will be 
assumed that audited # and certified statements will conform to the 
generally accepted .accounting principles on this point. However, the 
reader may find the inventories in the consolidated balance sheets 
show a deduction for a “reserve for intercompany profits” or some 
equivalent item. Should such a “reserve” appear on the liability side, 
it would be regarded as a valuation type of reserve in preparing the 
balance sheet for ratio analysis. 

In general, the same principle of eliminating any profit element on 
any other assets acquired by one company from another in the hold- 
ing company system i£ pursued. The most common other item is 
construction work. Elimination of intercompany profit results in a 
conservative valuation of the fixed assets. 12 

Liabilities. The debts in the consolidated balance sheet will be the 
sum of the liabilities owed to parties other than such corporations as 
are of the group. This rule calls only for the elimination of^he intt!r- 
comf)any indebtedness in the manner already discussed, and refers, 
of course, to debts only, the subject of stock requiring special treat- 
ment. 

Capital stock and surplus. The par value of the stock issued by 
the holding company may be less than, equal to, or greater than, the 
sum of the par values of the stock acquired in subsidiary corpora- 
tions. If the first is the case, then the excess of par value might be 
said to be the equivalent of paid-in surplus from the standpoint of 
the holding company. Such surplus will normally be set apart from 
the profit and loss surplus in the consolidated balance sheet and may 
be designated “Capital Surplus.” * 

This situation may be created by the issuance of no-par-value 
stock for the stock of the companies being brought together through 
a holding company, and may be illustrated by the case of a holding 
company issuing 100,000 shares without par value for $7,000,000 par 
value of stock (which is the total outstanding) of companies which 
show on their book^ a surplus 'aggregating $2,000,000 If this stock 
has no par value but has a “declared value” or stated value of $5 
per share and the liabilities amount to $1,000,000, our consolidated 
balance sheet wjll then read: 


12 Finney and Miller, op. cit., Chapter 22. 
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Ansels Liabilities 

Sundry Assets $10,000,000 Sundry Liabilities £ . . . $ 1,000,000 

Common Stock (100,000 


shares without par value ) 600,000 

Capital Surplus 6,500,000 

Initial Surplus* 2,000,000 

$10,000,000 $10,000,000 


The division of surplus just illustrated draws a line between capi- 
tal surplus and the subsidiaries’ earned surplus. Inasmuch as the 
$6,500,000 might r be mistaken for capital surplus showing as such on 
the books of the subsidiaries, a clearer statement would follow the 
form in the consolidated balance sheet of the American Gas and 
Electric Company, as of December 31, 1951: 13 

Net Excess of Investment in Subsidiaries Consoli- 
dated over Equity in their Assets, Exclusive of 
Earned Equity . $30,742,693 

The “Initial Surplus” of $2,000,000 represents the Combined 
Earned Surplus accounts of the subsidiary companies. Because all of 
the property at the date of acquisition is “principal” or “capital” 
from the standpoint of the buyer, this initial surplus is capital sur- 
plus for the holding company, which will usually make dividend 
distributions only from surplus earned subsequent to the date of 
purchase of its investments. 14 Such treatment is clear and satisfac- 


13 In the consolidated balance sheets (1940) of the American Power & Light 
Company and the- Electric Power <fc Light Company, the Plant account was 
stated with a deduction for the net adjustment arising from the elimination 
of intercompany-held securities, including the balance of surplus of subsidiaries 
at dates of acquisition, as adjusted. 

14 The American Institute of Accountants in its Research Bulletin No. 1 
(1939), p. 6, stated: “Earned surplus of a subsidiary created prior to acquisition 
does not form a part of the consolidated earned surplus of the parent company 
and subsidiaries; nor can any dividend declared out of such surplus properly 
be credited to the income account of the parent comyany.” In general, this 
principle is not observed elsewhere in the fields of finance and taxation Thus, 
the purchaser of investment company shares may subsequently receive “capital 
gains’ 7 dividends that represent realized appreciation that took place prior to 
his purchase and determined the purchase price of his shares^ Nevertheless, he 
will be required to report such dividends as capital.gains for income tax purposes 
even though they are a return of his principal. The investment aspect of this 
matter is discussed m R. E. Badger and H. G. Guthmann, Investment Principles 
and Practices (New York: Prentice- Hall, Inc.. 4th cd., 1951), p. 475. 
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tory as long as t&e value of the stock^issued does not exceed the pat 
value of the stocks acquired. Whenever the amount of stock issued 
by the holding company does exceed that figure, the surplus of the 
combined companies will be reduced by the amount of excess, unless 
some adjustment, such as the one mentioned below, is made. 

Sometimes the stock issued by the holding company exceeds not 
only the surplus but the combined stock and surplus of the acquired 
subsidiaries. A deficit in the consolidated balance sheet may be 
avoided in such cases by the introduction of good will into the list 
of assets of the consolidated statement . 15 If the am®unt of good will 
created is made equal to the excess of stock issued over stock ac- 
quired (par value), the surplus of the consolidated balance sheet 
will, as in the illustrative statement above, exactly equal the com- 
bined surplus of the affiliated corporations. If, however, good will is 
added only for an amount equal to the excess of the stock issued (par 
value) over the book value (combined stock and surplus) of the 
acquired stock, there will be no surplus in the consolidated balance 
sheet at the time the holding company is formed. Surplus will result 
later from retained earnings of members of the group subsequent to 
their combination. 

Sometimes the excess paid by the holding company over the 
amount shown as book value for the shares acquired in a subsidiary 
may represent not good will but recognition of higher current values 
for the assets than are shown on the subsidiary’s balance sheet. Good 
practice now recognizes the desirability of showing excess amounts in 
this latter category separately from the good will in the consolidated 
balance sheet linden a suitable caption . 16 The practical difficulties of 
making any such allocation commonly leads to the treatment of the 
whole excess as good will 

1{S The item of good will will normally be the Finn of* (a) the good will asset 
in the balance sheets of the separate companies plus (b) the amount by whirh 
the aggregate book value to the hoFding company of the stocks of subsidiary 
companies exceeds the (air value of that stock and the surplus at the date of 
acquisition. Finney and Miljer, op cii f p 335 Thu*, the Annual Rcpoit of 
General Motors Corporation (1933) stated (p. 23) * “The Corporation’s standard 
accounting practice interprets good will as the difference between the purchase 
price and the book 1 value of properties acquired . 

1H The American Institute df Accounting Research Bulletin No 24 (1944), 
“Accounting for Assets, p. 200, recommends that if practicable any excess paid 
over book vatye should not only be divided as between tangible and intangible 
assets but allocated more piecisely to the several assets. 
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Bonds Payable ♦ 50,000 , 50,000 30,000 20,000 

Capital Stock 500,000 300,000 200,000 1,000.000 400,000 600,000 

Surplus 81,200 74,100 34,400 189.700 189,700 

Totals $635,200 $729.100 $433,500 $1,797.800 <517,000 $1380300 
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\ STATEMENT II 

General Balance Sheet Company A and Subsidiaries B and C Combined 
(Without Elimination of Intercompany Items) 


December 31, 1941 

Assets: , 

Ca s h $ 263,100 

Inventories 510,000 

Accounts Receivable Special * 27,000 

Prepaid and Deferred Charges 77,900 

Advances to Subsidiaries . * 60,000 

Plant and Equipment ... 429,800 

Investments m Stocks and Bonds of Affiliated Companies 430,000 

Total Assets $1,797,800 


Liabilities : 

Current Liabilities $ 471 , iOO 

AdvanreS and Intercompany Obligations 87,000 

Bonds Payable . . 50,000 

Capital Stock Outstanding: ^ * 

Company A $500,000 

Company B 300,000 

Company C 2 00,000 1,000,000 

Combined Surplus 189,700 

Total Liabilities $1,797,800 


STATEMENT III 

Consolidated Balance Sheet of Company A and its Subsidiaries 


Assets 

Cash 

Inventories 

Prepaid and Deferred 
Charges 

Plant and Equipment 


December 31, 1941 

Liabilities 


$ 263,100 
510,000 

77,900 

429,800 


$1,280,800 


Current Liabilities . . $ 471,100 

Bonded Debt of 
Company B « $50,000 
Less Bonds 
Held by 

Company A 30,00 0 20,000 

Minority Stockholders' In- 
terest in Subsidiaries 
(par of stock $125,000, 
surplus $30,875) . - 155,875 

Capital Stock 
Issued $500,000 

Less 250 Shares 
Held by Sub- 
sidiary Com- 
panies ... . 25,000 475,000 

Surplus 158,82 5 

$1 ,280,800 
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Commonwealth & Southern Corporation, with assfts in excess of 
a billion dollars, showed this item not as good will or even as an asset 
but as a deduction from surplus, which on December 31, 1930, was 
stated as follows: 

Capital and Special Surplus : 

Capital Surplus Balance of Subsidiary Companies $ 43,515,329 

Surplus Balance of Present Subsidiary Companies as of Dates of 

Control . 23,394,739 

Capital Surplus Balance of the Commonwealth & Southern Cor- 
poration 575,609.701 

f $642, 519.769 

Less — Excess Amount at which Subsidiary Company Securities 
are Carried by Parent Company over the Par or Stated 
Value of Such Securities of Subsidiary Companies 630,112,957 

* f $ 12*406312 

Earned Surplus • £,548,255 

Ijn later years the net amount only was shown. 

A company might arbitrarily add this intangible item of good will 
to some tangible asset. The likely method for such concealment 
would be by an addition to the Property account. Good accounting 
practice, however, would forbid any increases in valuation in the 
process of transferring figures from the accounts to the balance sheet. 

Minority stockholders. The discussion up to this point has ig- 
nored the fact that in many cases the holding company does not own 
all the stock of the subsidiary and so does not have an undivided 
interest in the net assets of that subsidiary. The interest of the 
minority stockholders will be shown on the liability side of the con- 
solidated balance sheet and should equal the par or stated value of 
this minority stofck plus its pro rata fraction of 4 the subsidiary's 
surplus. 

An illustration of balance sheet consolidation. For those un- 
familiar with accounting technique, an examination of the methods 
used in assembling a relatively simple case may be useful. The first 
of the preceding statements gives details of the individual com- 
panies' statements with the intercompany obligations stated sepa- 
rately. The second statement brings together in a single balance 
sheet the information obtained without eliminating any intercom- 
pany relations. The last statement repeats the information, making 
the customary eliminations. 17 c 

17 These statements arc from K. J. Bennett, Corporation Accounting (New 
York: Ronald Press Co., 1916), 458, 460, and 461, with^ slight changes. 
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The consolidated balance sheet of the Southern Company with all 
intercompany accounts eliminated may now be presented for com- 
parison with the holding company balance sheet given above (page 
551). Whereas the latter resembled the report of an investment com- 
pany, the former appears much like that of most operating electric 
public utilities. 

Consolidated capital structures. To show the proportions of the 
consolidated capital structure of the whole holding company system, 
a separation between subsidiary and holding company securities is 
necessary. Instead of the all common stock capital^structure used by 
the Southern holding company, American Telephone and Telegraph 
Company employed holding company debt in 1951, as seen in the 
accompanying table. This debt is compensated for by an unusually 
low levej of debt at the operating company level. 

CONSOLIDATED CAPITAL STRUCTURE PROPORTIONS 
OF SOUTHERN COMPANY AND 
AMERICAN TELEPHONE AND TELEGRAPH COMPANY, 1951 
(Millions of Dollars) 



South e 

rn Co. 

AT&T. 


$ 

% 

% 

% 

Subsidiaries : 

Bonds 

314 

53 

1,778 

20 

Preferred Stock 

99 

17 

18 

— 

Minority Interest 

2 

— 

151 

2 

Holding Company: 

Bonds 

— 

— 

1,929 

22 

Preferred Stock 

— 

— 

i 


Common Equity 

177 

30 

4,727 

56 

Total . 

592 

100 

8,603 

ioo 


In the case of Southern Company, the long-term debt and pre 
ferred stocks are wholly issues of the subsidiary operating companies. 
The small amount of subsidiary common stock that is not owned by 
the holding company appears, jyith its pro rata share in surplus, as 
“Minority Interest.” This simplicity of capital structure has devel- 
oped generally among the electric and gas holding company systems 
since they camp under the regulatory powers of the Securities and Ex- 
change Commission in 1935. In place of complex holding company 
setups, their senior* financing often follows ^conventional operating 
company lines witli the holding common stock taking the place of 
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THE SOUTHERN COIV^PANY AND SUBSIDIARY 
Consolidated Balance Sheet / 
December 31, 1951 


Assets 

Utility Plant at Original Cost . . 

Plant Acquisition Adjustment 

Other Physical Property 

Investments in and Loans to Other Unconsolidated Subsidiaries . 
Other Investments* . . . 

Excess of Cost of Investment in Birmingham Electric Co. over 

Underlying Book Value 

Prepayments 

Debt Discount, Prerfiium, and Expense 

Capital Stock Expense . 

Deferred Charges 


Current Assets: 

Cash * 

U. S. Government Securities 

Special (Deposits ... 

Receivables (less $658,901 provision for bad debts) 
Materials and Supplies 

Total Current Assets 


Total Assets 


Liabilities 

Common Stock (par value $5) 

Minority Interest in Subsidiaries 

Subsidiary Preferred Stocks 

Premium on Preferred Stocks 

Long-Term Debt 

Bond Premium (Net) 

Reserve for Depreciation 

Reserve fos Possible Adjustment of Property Accounts 
Reserve for Insurance 

Customers’ Advances for Construction 

Contributions in Aid of Construction 

Paid-In Surplus 

Earned Surplus 

Current Liabilities: 

Notes Payable 

Accounts Payable 

Sinking Fund Requirements v • 

Accrued General Taxes 

Accrued Interest * 

Income Taxes 

Customers’ Deposits 

Other Current Liabilities * 

Total Current Liabilities 

* 

Total Liabilities 


i 


$639,485,710 

27,059,799 

7,946,605 

594,418 

870,113 

187,792 

1,277,689 

503,774 

399,244 

246,839 


. J0,054,052 
18,642,563 
9,070 
11,761,659 
18,20 6.609 

S~58,673~953 

$73^,245,936 


$ 81,532,470 
175,836 
98,356,400 
61,111 
313,804.470 
2,590,680 
101,441.700 
2,335,930 
763,428 
405,101 
609,594 
73,271,455 
21,228,679 


1,010,000 
6,472,919 
3,188,530 
2,982,326 
2,247,109 
20,088,293 
2,231,540 
2,448,365 
S 40,669,082 
3737,245,936 
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the common of the several operating subsidiaries for public financing 
with only an Occasional use of bonds or preferred by the holding 
company itself. In tne telephone field, American Telephone and 
Telegraph Company, which is partly operating company (long-dis- 
tance lines) but chiefly holding company, has succeeded in switching 
its debt financing from mortgage issues, still the commbn rule in the 
electric utility field, to debentures. Moreover, the debenture bonds 
of this holding company have achieved a high investment standing 
so that it has been possible to substitute to a considerable extent its 
own debt financing for that of the operating companies. The standing 
of this holding company's debentures is partly the result of a rela- 
tively limited use of operating company issues and partly the broader 
diversity of security offered by a nation-wide organization over that 
of a regional operating company. 

Consolidated earnings statements. The first charge upon earn- 
ings is the interest upon the debt of the operating subsidiaries, after 
which their preferred dividends are paid, the balance being left for 
subsidiary common stock. This common usually forms the bulk of 
the assets of the holding company. A portion, usually a small one, of 
the income at this point belongs to the minority common stock- 
holders. The remainder, going to the holding company, is the basis 
for the interest, preferred dividends, and common earnings of its 
securities. Because such distributions are possible only when the 
subsidiaries' common stocks show earnings, the holding company 
securities are junior, as a class, to the bonds and preferred stocks of 
the subsidiaries. Whether funded debt for the holding company itself 
will be speculative in nature or not will depend upon the stability of 
earnings and the amounts of prior claims in the form of subsidiary 
charges. When, as in the case of holding companies such as the 
American Telephone and Telegraph Company, these claims are not 
large and the equity of the holding company is very substantial, the 
bonds of the latter will rate highly. They may conform to the stand- 
ards usually set for the financing of an operating company. 

A fully consolidated earning^ statement would, like the consoli- 
dated balance sheet, eliminate all intercompany items and show the 
operations of all controlled companies merged. Recognition that sub- 
sidiaries' earnings may not always be consolidated and the difficulties 
of consolidated statements are reflected in the rules of the Securities 
and Exchange Commission (Regulation S-X, Article 4), which do 
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not require consolidation. The regulation states that inclusion or 
exclusion of majority-owned subsidiaries of the company in consoli- 
dated statements should be decided „so that the end result “will 
clearly exhibit the financial condition and results of operations” of 
the company and its subsidiaries. A warning is given that “due con- 
sideration shall be given to the propriety of consolidating . . . foreign 
subsidiaries whose operations are effected in terms of restricted for- 
eign currencies.” Suitable statements are required for nonconsoli- 
dated subsidiaries where “it is essential to a properly summarized 
presentation of the facts.” 

Various other rales are designed to insure clarity, such as that any 
change in the companies consolidated and differences between the 
investment in subsidiaries and the valuation of the net assets that 
represent that investment on the books of the subsidiary, shall be 
fully set forth in the report of the holding company. 

The practice of partial consolidation is most likely to appear in 
industrial holding company systems — for holdings in minor cor- 
porations, or units with activities very unlike the main business, or 
holdings in jointly controlled subsidiaries.’ s It is also the practice 
not to consolidate a subsidiary in receivership or bankruptcy. Al- 
though such halfway consolidation of accounts may be open to objec- 
tion at times, there arc cases where it is most fitting to treat even 
a wholly-owned subsidiary as an investment. A clear-cut case is 
that of the National Bank of Detroit. Formed after the bank mora- 
torium, as a result of the closing of the leading Detroit banks, one 
half of the $25,000,000 capital was taken by the Reconstruction 
Finance Corporation in the form of preferred stock, and the balance, 
in the form of common stock, was underwritten by General Motors 
Corporation. Because less than a fourth of this common was taken 
by the public, the corporation purchased a very substantial part 
of the total. Regardless of whether or not this stock represented a 
controlling interest, an attempt to consolidate the bank’s assets and 
liabilities in the statements of the automobile manufacturer would 
have made for confusion rather than for clarity? 

18 Thus, prior to 1936, General Motors Corporation included in its income 
account its proportion of the undivided profits and losses of pertain companies 
in which substantial interests were held. Beginning, in 1936, only dividends were 
included in income. Any net losses, however, were reflect&l in a reduction of the 
Investment account. 
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As a result of the disturbed international conditions of the de- 
pression of the 1930’s and World War II, many corporations have 
come to regard foreign assets and operations as best segregated from 
their domestic operations. So, perhaps with the exception of Canadian 
interests, these foreign assets most often appear as Investments 
in Foreign Subsidiaries. 19 Only dividends actually received may 
appear in the earnings statement. Frequently, the undistributed 
earnings will be reported in accompanying footnotes. 

Because the earnings are the primary determinant of value and 
the ability of the holding company system to support its obligations, 
interest centers in the consolidated earnings statement. An illustra- 
tion of the holding company consolidated form of Income statement 
may be had in the statement of the Southern Company, whose bal- 
ance sheet appears on page 560. % • 

The figures showing operating results are subject to the analysis 
procedure customary for the type of business involved, \v 9 this case 
that of an electric utility. The difference lies chiefly in the differences 
in the holding company capital structure. The first claims upon earn- 
ings are the interest charges of the operating subsidiaries' bond- 
holders. Only their average position can be ascertained by dividing 
the sum of their interest claims into available income (typicaiiy 
taken after income taxes). The similar average status of the sub- 
sidiary preferred stocks is obtained by using the sum of the interest 
and preferred dividend claims as a divisor into available income. 
The resulting measurements of coverage may not be truly represen- 
tative because some subsidiaries may be much better and some much 
poorer than this combined result shows. The only precise tneasures 
of quality are to he had by measuring the position erf individual sub- 
sidiary issues as they stand with respect to the earnings of the vari- 
ous individual issuing companies. So the “times earned" measures for 
subsidiary charges must be read with caution as to their meaning. 

In studying the coverage of the holding company's charges, one 
must regard them as junior claims; and the “over-all" method of 
analysis, which combines them. with the prior charges of the sub- 
sidiaries, gives the most accurate indication of their position. 20 The 
share of the income attributable to the minority common stock, how- 

See footnote 9, page 77. # 

20 S ee above, page 2f9, as to the merits of the “over-all" basis for measuring 
“times earned." 
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THE SOUTHERN COMPANY AND SUBSIDIARIES 

Consolidated Statement of Income ^ 

For the Year Ended December hi, 1951 

Subsidiaries Combined : 

Operating Revenue : 

Electric $149,619,830 

Transit 328,357 

Heating 1,13 3.764 

Operating Revenue $151,081,951 


Operating Expenses and Taxes : 

Operation : 

Operation Erpense, other than detailed below $ 30,238,717 

Fuel Used in Electric Generation 24,244.487 

. Purchased and Interchanged Power 2,474,435 

Total Operation $ 56,957,639 

Maintenance ► 9.677,555 

Depreciation 1.5,035,347 

Amortization of Plant Acquisition Adjustments 2,496.199 

' General Taxes ... 12,760,155 

Federal Taxes on Income 14,889,163 

State Taxes on Income l,279 fj 101 

Property Loss Chargeable to Operations (equivalent to tax 
reduction resulting from such loss) 4?533,649 

Transit Operating Loss (applicable to transit properties 
sold in 1951) ___ 590,204 

Total Operating Expenses and Taxes $118,019,012 

Operating Income Before Special Charges . .. $ 33,062,939 

Other Income (less taxes) . , . 427,530 

Gross Income Before Special Charges ... $ 33,490,469 

Income Deductions and Dividends on Preferred Stock: 

Interest on Long-Term Debt $ 9,987,595 

Amortization of Debt Premium, Discount, and Expense 
(Net) 82,544* 

Miscellaneous Income Deductions 897.050 

Interest Charged to Construction 940,300* 

Dividends on Preferred Stock . ... 4,958,825 


Total Income Deductions and Dividends on Preferred 
Stock . . $ 14,820,626 

Net Income of Subsidiary Companies after Dividends 
on Preferred Stock $ 18,669,843 (a) 


The Southern Company : 

Interest Income — Other (less taxes) $ 65,079* 

General and Miscellaneous Expense 732,109 

General Taxes ' 57,647 

Provision for Federal Income Tax ' 1,040,438 

Total (The Southern Company) $ 1,765,115 
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THE SOUTHERN COMPANY A>JD SUBSIDIARIES ( cont’d ) 


Consolidated Net Jin com e^ $ 16,904 ,728 

(a) Of This Amount; The Southern Company Received as == 

Dividends ... $ 15.235,571 

Shares of Common Stock of The Southern Company Out- 

standing (End of Period) * 16,306,494 

Earnings Per Share (End of Period) $1,04 

Dividends Paid : 

Per Share — Annual Rate $ .80 

Aggregate Amount $ 12,845,195 

* DenoteR rod figures 

Source: Prospectus, .Tune 4, 1952, 4 


ever, is neither a definite charge nor prior to the holding company’s 
claim. Because it is based on subsidiary common stocks of the same 
sort as yieM the holding company Ms income, it is on a parity with 
the latter. The most satisfactorjr method, then, of studying the num- 
ber of times the holding company interest is covered is to eliminate 
the minority interests’ share from the total net income of the system. 
The rtmainder is then divided by the sum of the subsidiaries’ interest 
and preferred dividends and the holding company’s interest. When- 
ever this method is applied, care must, be taken to insure that the 
eliminated minority interest represents subsidiary common stock on 
a parity with the holding company’s interest . 21 The coverage for 
the holding company’s preferred dividends is obtained by simply 
increasing the divisor in the preceding formula to include such divi- 
dends. The coverage figures for the holding company issues may lack 
the significance that they have for the individual company. The 
holding company is a separate legal entity from its subsidiaries. 
Common stock earnings of a subsidiary may not be available to the 
holding company because of the former’s pressing financial needs as 
for debt retirement or asset expansion. On the other hand, the con- 
solidated net income may be nil, but the holding company may find 

21 Moody's reported the “times interest earned" for Purity Bakeries Corpora- 
tion bond interest as 1.68 and 2.44 for 1932 and 1933, respectively, combining 
bond interest and the minority interest In earnings as charges: 

• 1932 1933 

Total Income $1,134,838 $1,553,761 

Interest, ,pfcc 411,767 397,929 

Minority Interest • 262,185 238,860 

The reason for this unusual treatment was that tjje minority interest was 
almost entirely; preferred stock of a subsidiary. 
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it possible to draw dividends from one or a few prosperous sub- 
sidiary units. 

Such indexes of safety as these formulas provide should be merely 
the first step to a more thorough analysis, especially when invidious 
intercompany comparisons are to be made. Equal “times earned” 
figures, even on an over-all basis, do not necessarily mean equally 
strong credit positions because of such factors as the following: 

1. Differences in stability of earning power may arise from differ- 
ences in the character of the demand. ♦ 

2. A system With a favorable growth trend should find such a 
trend helpful in offsetting the influence of subnormal business in 
depression. 

' 3. In particular years, a system may show heavy charges incurred 
in financing property the earning power of which takes' 1 time to 
develop. 

4. Different systems may vary in the likelihood of their suffering 
from rate reductions because of property valuation or .other factors. 

5. Allowance must be made for the conservatism of the system 
in reporting earnings. Generous maintenance and depreciation poli- 
cies may result in a comparative understatement of strength. 

6. Weakness or strength may be concealed in those stock hold- 
ings which are not a part of the consolidated picture. Failure to con- 
solidate may be due to holdings that are a minority interest or are 
less than the arbitrary percentage that the holding company requires 
before making the subsidiary a part of the consolidated picture. 

7. A mixture of weak and strong subsidiaries may result in an un- 
derstatement of the position of the holding company’s securities be- 
cause of its ability to allow an insolvent subsidiary to go into re- 
ceivership without allowing it to drain resources from the rest of the 
system. 22 Thus, a holding company with one profitable subsidiary 
and one losing subsidiarv might show no earnings on a consolidated 
basis. Yet if it were willing to abandon the weaker unit to its fate, 
the stronger unit might supply ample funds to care for the holding 
company’s charges. 

22 Except in the special situation where it has guaranteed subsidiary obliga- 
tions. The same liability may result indirectly from a fixed lease of subsidiary 
property, which may be found in real estate subsidiaries, or a contract to pur- 
chase its product. 
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This last point brings out the most#important weakness of the un- 
supported consolidate 4 report. Details on subsidiaries* conditions 
and operations may be essential for determining the true position 
of the holding company and for preventing an unduly pessimistic 
conclusion from the effect of a few unprofitable subsidiaries, the 
harmful results of which can be isolated by virtue of their separate 
incorporation. Just as the consolidated statements represent a dis- 
tinct advance over the simple reports that treated the holding com- 
pany as merely an investment company, so reports that contain 
added data relative to the individual subsidiaries # are often neces- 
sary for an adequate study of the holding company securities. 
Some holding companies recognize this need by including separate 
subsidiary reports as a part of their annual reports. 23 In some casus 
the subsidiaries publish independent reports because of the public 
interest in their issues. Again, the subsidiaries may represent # no more 
than divisional operations that have little independent significance 
save as they are a part of the consolidated picture. 

Summary. In addition to the special problems incident to ana- 
lyzing the statements of a business in any given field of enterprise, 
the holding company form of organization superimposes its own 
peculiar financial and legal characteristics. Three types of informa- 
tion are likely to be helpful in studying such a situation: (1) The 
pure holding company statements, which treat the corporation as a 
mere investor in stocks, give some information as to current position, 
capital structure, and the usual amounts of income collected and 
the form it takes. (2) Chief reliance, however, is placed upon the 
consolidated statements, which show the whole sysU>m of corpora- 
tions as a single unit. Such consolidation of accounts eliminates earn- 
ings arising from intercompany relations, and is designed to bring 
out both strength and weakness which might otherwise be cloaked 
under the accounts of a separate subsidiary corporation. (3) Because 
the liabilities and troubles of each corporation can be shut off by 

23 Thus, the West Penn Electric Company issued a handbook of Historical, 
Fin an cial and Operating Dffta (1950) which showed statistical and financial 
data for both the system and the three major operating subsidiaries, which 
latter have securities in the hands of the public. Some railroads, such as the 
Union Pacific Railroad Company, supply summary statements of subsidiaries 
in their annual reports, «but these subsidiaries may be treated as investments 
and not consolidated. Separate reports for industrial •company subsidiaries are 
most frequently omitted as lacking independent significance. 
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these separate corporate entities, a third type of information is 
sometimes necessary: that of separate subsidiary reports permitting 
the investor to note the possibilities of isolating and dropping or re- 
organizing unprofitable units that make the composite picture un- 
attractive. Such individual reports may be invaluable in clarifying 
the situation when the various properties are of unlike character. 
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Preface to Problems 

The problem material has been compiled on the assumption thai 
the reader has an understanding of the general principles of account- 
ing. The emphasis has been placed on the form and interpretation of 
financial statements rather than Ihe bookkeeping and accounting 
techniques used in their preparation. It is realized, however, that 
users of a book of this nature will have varying backgrounds, and* 
degrees of experience in accounting. For this reason a wide range in 
length and difficulty of problems is presented, and it is expected that 
each reader will select the problems most suitable for his use. Some 
of the problems are directly applicable to the related chapters; others 
are intended for review. Some problems, such as those adapted 
from C. P. A. examinations, were prepared without particular chap- 
ters or textbooks in mind, and may therefore include points that will 
require the reader to go outside of the related chapter in the text and 
perhaps even necessitate going to the library or other sources. In 
such instances the reader will find the index, the footnotes, ^nd the 
selected reference material at the end of the text helpful. 

Interesting and unusual statements or parts of statements have 
been taken from annual reports of actual companies in order to 
illustrate current trends in financial reporting. Problems have been,* 
made of these statements or excerpts, some simple and some more 
complex, in order to bring out the unusual treatments found in them. 
Quite naturally a statement of this kind may cover material that 
the student will find explained in several different chapters of the 
text. 

Problems identified as coming from A.I.A. Examinations have 
been reprinted (by permission) from Uniform Certified Public Ac- 
countant Examinations prepared by the board of examiners of the 

American Institute of Accountants. 
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Following are listed corporations that furnish interesting ana- 
lytical material for the various characteristics noted. Addresses of 
these and other major corporations that the instructor may wish to 
use may be found in Moody’s Manual of Investments . 

Admiral Corporation. 

1951 report has 16-year statement of unusual record of earnings and net 
worth growth in radio and television field. 

American Airlines, Inc. 

Interesting for high proportion of bonds and preferred stock (latter 
convertible) . 

American Telephone and Telegraph Company. 

Largest nonfinancial corporation offers both holding company and con- 
solidated statements. 

Armco Steel Corporation. 

10-year record as well as interesting discussion of background factors. 

Citizens <fe Southern National Bank, Savannah, Georgia. 

Has an unusually detailed 5-year statement of earnings as well as a 
2 year comparative balance sheet (1951). 

City National Bank & Trust Company, 10th & Grand Ave., Kansas City, 
Missouri. 

Received (1950) Financial World award for “best in the industry” 
annual report. 

Columbia Gas System, Inc. 

Company publishes an unusual compilation, “Financial, Statistical, and 
Operating Data,” to supplement annual report. 

Du Pont de Nemours Company, E. I. 

Interesting because of treatment of earnings. Reports equity in earnings 
of General Motors stockholdings. 

Fidelity and Deposit Company of Maryland. 

Report indicates hidden values from conservative accounting. 

Gair (Robert) Company, Inc. 

Example of company requiring analysis of subsidiary companies. 
General Cable Corporation. 

Unusual capital structure (recapitalization with two preferred issues). 
Interesting trading on equity and convertible preferred. 

General Finance Corporation. 

Finance company using subordinated bonds as well $s bank loans and 
preferred stock. 

General Motors Corporation. 

Lorn? term record. " 
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Hilton Hotels Corporation, 

Unusual number of nonrecurring ifems that are segregated in earnings 
statements. * • 

Island Creek Coal Company. 

Unusual record of a profitable company in a depressed mdustiy. 

Maryland Casualty Company. * 

An unusual case of an insurance company with two preferred stocks, 
one convertible. 

National Dairy Products Corporation. 

10-year comparative condensed balance sheets and profit and loss state- 
ments as well as detailed two-year comparison. Leaders in dairy prod- 
ucts. Growth situation. 

New York Central Railroad Company. 

Interesting for reporting both consolidated and Ordinary statement^ in 
recent years. Complex debt and lease structure. 

Philip Morris and Company. ^ 

Raises question of need for considering continuing bank debt in com- 
paring capita! structure with other tobacco companies. 

Studebaker Corporation. 

1951 annual report supported by centennial report covering long-term 
financial figures. 

Western Union Telegraph Company. 

A record of unusual depreciation and amortization for a utility, espe- 
cially during late 1940’s. 

Write to the Financial World (8b Tnnity Place, New York 6) for 
its most recent annual list of corporations receiving awards for the 
quality of their annual reports. 



Problems for Chapter II 

(Miscellaneous problems will be found on page 669) 

2 - 1 . Review the following statement carefully and explain in 
detail how it diffe r s from the orthodox form. 

BURROUGHS ADDING MACHINE COMPANY 
AND SUBSIDIARY COMPANY OPERATING IN THE UNITED STATES 
Statement of Financial Condition —December 31, 1950 and 1949 

, Stockholders’ Investment 

% 

Non-Par Value Stock, 5,000,000 shaies authonzed and 
issued 

Less cost of shares held by the compinv 
(2 610 shares, 1950, 3 610 shaies, 1949) 

Income Invested in the Businfss Since Inception 
of Com pan v 


Used in the Bi sin ess as Follows 

Workinc Capital 

Assets Required to Carry on Daily Tiansaetions 
Cash 

U S Government Secuntus 

Amounts Receivable from Customer and Others, 
Le^-s Estimated Amounts Which May not be 
Collected 

Amounts Receivable from Subsidruv Companies 
Opeiatmg m Other Countnes Less Rei serve 
Inventones of Purchased Matenals and Finished 
and Partly Finished Product 
Expenses Paid m Advance 

Current Assets 


Amounts Owing by the Company for Purchases, 
Wages, Taxes, etc • 

Unpaid Bills foi Materials and Services 

Wages and Commissiohs Owing to Employees . . 

1 5 M 


$ 8,733,442 $ 8,868,895 
1,501,630 1,985 650 


15,502 611 9,766,905 

3,418 102 994,896 

21,609,182 20,047,943 

187 854 924,923 

$50,952 821 $42,589,302 


$ 1,357,343 $ 613,763 

3,908,008 * 2,976.838 


1950 1949 

$25,000 000 $25,000,000 

40 547* 56^082 

$247959453 $249437918 

27 201 J47 23 678,982 

$52T609(K) $48 622,900 
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Estimated Income Taxes Owing to ¥. S. Govern- 
ment, Ll*ss $1,500,^00 TT. S. Treasury Tax Notes 
Owing for Social Security, Property, and Other 
Taxes . . * ... 

Payments by Customers for Products and Services 
to be Delivered in the Future 
Estimated Cost of Guaranteed Service on Ma- 
chines Sold 

Current Liabilities 

Working Capital ... ... 

Investments in and Advances to Subsidiary Com- 
panies Operating in Other Countries, at Cost 

Cost of Land, Buildings and Equipment Used for the 
Production and Sale of Products, Reduced by the 
Estimated Cost of Wear and Exhaustion (Deprecia- 
tion) # 

Other Assets ... 


1950 

1949 

3.492,171 

2,385,365 

1,593.907 

791,701 

10,216,591 

8,625,623 

408,889 

$20976,909 

$29975,912 

370,982 
$15,764,362 
$26,824 ,940 

*2,298,873 

2,245,976 

18,89' 800 
991.315 

18,683*633 

868,351 

$52160900* 

$48,622000 


5 - 2 . Select the current-asset and current-liability items from 
among the following list of debit and credit accounts and classify 
them in the manner in which they might respectively appear on the 
balance-sheet of a large manufacturing company (amounts not re- 
quired). 

Debits Credits 


Plant and equipment 
Cash in bank 

Inventory of operating parts and 
supplies 

Inventory of raw* materials 
Good will 

Cash and U.S. Government bonds 
set aside for property additions 
Investment in subsidiary 
Accounts receivable: 

Regular • 

Installments — due ip 1 to 24 
months 
Patent rights 

Inventory of finished goods 
Inventory of worff in process 
Deficit • 


Accrued payroll 

Reserve for renegotiation of U. 

S. Government contracts 
Notes payable 
Accrued interest on bonds 
Reserve lor depreciation 
Accounts payable 
Capital surplus 

Accrued interest on notes pay- 
able 

5% 1st mortgage bonds to be re- 
deemed in 6 months 
Capital slock- -preferred 
Income applicable to future years 
Reserve for contingencies 

1st mortgage bonds due in 
ten years 
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Debits 

i 

Interest accrued on U. S. Govern 
ment securities 
Notes receivable 
Petty cash fund 
U. S. Governfaient securities 
Treasury stock 


Credits 

Preferred stock ^dividend 

Reserve for doubtful accounts re- 
ceivable 

Provision foi Federal income 
taxes 

Excels overhead distributions 

Customers’ advances (on con- 
tracts to be completed in S 
months) 

Reserve for raw-material inven- 
tory 

Officers’ bonus accrued 


If among the foregoing there appear to you to be certain border- 
line cases that you ate unable to classify without further information; 
mention \hem and explain youi difficulty, or give your reasons for 
making questionable classifications, if any 

(Adapted from A I A Ex&m ) 


2 - 3 - The following excerpt was taken from the balance sheet of 
the National Biscuit Company. 


Retained earning- 
Appropriate d 

Insurance* and Contingent Reserve 
Reserve for High-C o^t Plant Additions 
w Inventorv Restive 
Unappropriated 


$ 3 , 726,188 
12 000 000 
5 000 000 
39,706 535 


1 Comment on the form and terminology of the headings 

2 Explain why the items listed aie properly shown as appro- 
priated earnings 


2 - 4 - The following amounts are taken from th$ books of a certain 
company. Set down all balances that constitute a part of the com- 
pany’s wnrtii smrl crivp tbo +r»tal not nmrlh 


Various* Assets 
Various Liabilities 
Capital Stock 

P^irl-in Snrnliw 


$ 361,000 • 

$ 115,000 
150,000 
so mn 
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Earned Surplus. 

Loss on Sale of Treasury Stock 
Reserve fo^ Working Capital 
Reserve for Property Taxes 
Reserve for Bad Debts 
Reserve for Sinking Fund 
Reserve for Depreciation 

Totals 


$ 9,000 
a 3,000 

$ 10,000 

2.500 

3.500 
35000 
27,000 

3373 000 1&73 000 


2-5. The net worth section of a corporation balance sheet shows 
the following accounts: 

Preferred Stock, 6% Cumul alive * 3300,000 

Prefened Stock, 6% Noncumulative 200,000 

Common Stock, par 3100 600000 

Unappropriated Surplus • 78 000 

• 

(a) What is the amount of dividends that would be payable 
each class of stock if the entire surplus were distributed? Both pre- 
ferred issues participate at an equal rate with the common after all 
stock has received 6 % The company began business just two years 
previous to the date of the balance sheet and has paid no dividends 

(b) Same as (a) except that surplus is assumed to be $117,000 


2-6. Reserves have been classified as- 

Valuation Reserves that Offset Assets. 

Liability Reserves 
Proprietorship Reserves 

(a) Indicate without comment in which class you would place the 
following by writing “V” (Valuation), “L” (Liability), or “P” (Pro- 
prietoxslnp) to the* right of the numbers on a separate sheet of paper: 

1. Reserve for Depreciation. 

2. Reserve for Sinking Fund 

3. Reserve for Extension of Plant. 

4 Reserve for Property Taxes. 

5. Reserve for # Doubtful Accounts. 

6. Reserve for Self-Jnsuiance 

7. Reserve for Pensions Owing to Aged Employees. 

8. Reserve for Cash Discounts on Sales 

9. Reserve for Estimated Tncome Taxes. 

10 Reserve for*Personal Injury Suit (unfavorable decision ex- 
pected). 
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11. Reserve for Contingencies (provision for possible but im- 
probable future losses).* 

12. Reserve for Retirement of Bonds Issued, <• 

13. Reserve for Prospective Market Decline- in Inventories. 

14. Reserve for Unrealized Profit in Branch Inventories. 

15. Reserve for Obsolescence. 

16. Reserve for Working Capital. 

17. Reserve for Depletion. 

18. Reserve' for Appreciation per Appraisal. 

19. Reserve for Retirement of Preferred Stock. 

20. Secret Reserve Created by Excessive Depreciation Charges. 

%■ 

(b) Accounting Research Bulletin No. 34 (A. I, A.) recommended 
hat the term “reserve” be limited “to indicate that an undivided 
>ortion of the assets is being held»or retained for general or specific 
mrposes and that the use of the term in the balance sheet, in des- 
xibing deductions from assets or provisions for particular liabilities 
tnd in the income statement be discontinued; ” 

Suggest terms to use instead of those in part (a) for those reserves 
:overed by the recommendation. # 


2-7. The Hassett Co., Inc. issued SI, 000, 000 of 20-year, 4% bonds, 

and used the proceeds for plant expansion. The indenture requires 

the establishment of a sinking fund by annual payments of $50,000 

to a trustee. The indenture also requires an annual provision of 

$50,000 for a sinking fund reserve “to be set aside out of earnings.” 

In a certain year the annual payment was made, and in addition 

the trustee purchased $50,000 face amount of the company’s bonds 

on the open maiket. In view of this “reacquisition of bonds,” the 

annual provision for the sinking fund reserve was omitted. 

A financial analyst complains that the company’s statement of 

*net income for the fiscal year overstates earnings by $50,000, because 

it shows no charge for the annuabpayment to the trustee, and leads 

investors to believe that there are earnings available for dividends 

that the company is in no position to pay. f 

Explain whether or not the omission of the reserve provision was 

justified and criticize the analyst’s complaint." Include in your answer 

a discussion of the purposes of sinking funds and related reserves. 

< 

(Adapted from A. I. A. Exam.) 
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2 - 8 . A corporation presents the following condensed statement 
as of the close of the year : • 

Cash 1 * $ 90,000 Dividends Payable $ 

Other Assets *. 1,510,000 Other Liabilities . ... 500,000*" 

Common Stock 500,000 

5 ( /( Preferred Stock . . 300,000 

6% Preferred Stock * 9 00,000 

Surplus 100,000 

$1,600,000 # 81.600000 

The 5% stock is cumulative, the 6% stock is noncumulative, and 
both participate equally in the remaining surplus profits by being 
entitled to an extra dividend equal to the excess* of any common 
dividend rate over and above 5% per annum The balance in Surplus . 
represents the excess of the profits for the current^year over operating 
losses of the two preceding years. You may assume that the maximum 
dividend? are to be declared. 

A. Compute the book value per share for each class of* stock in 
the following cases: 

• 1. Current year’s dividends unpaid. 

2. Dividends unpaid for two years. 

3. Dividends unpaid for three years. 

B. What dividends could legally be declared to the various classes 
of stockholders, assuming that the 5% stock is nonparticipating, the 
6% stock is participating on the basis stated and no dividends are in 
arrears? 

Given: A (1) is computed below in order to illustrate the method 


and form which may be used. 

6 r /< 

Preferred 

(> 9c 

Preferred 

( 'ommon 

Capital Stock 

$300,000 

$200,000 

$500,000 

5%, 6% and 5% for Current Year 

15.000 

12,000 

25.000 

3.69c to All for Remaining Surplus 

14,400 

9,600 

24,000 

Total Book Values 

$329 ,400 

$221,600 ’ 

$549,000’*’ 

Per Share Book Values . . . 

1 09 80 

no 80 

10 9~80 


(Adapted from A. 1. A Exam.) 


2 - 9 . The net worth .section of the X Corporation balance sheet 
shows the following information: 

" Case (2) 


Case U) 


Earned Surplus Unappropriated . . . 

Preferred Stock, Cudulative, Nonparticipating . 
(Par $50,00 per share, basic 8 % dividend rate on p«r) 


594.000 $ 514,000 

300.000 400,000 
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Case U) Case W) 

Preferred Stock, Noncumulative, Pal ticipating S 400,000 $ 500,000 

(Par $25.00 per share, basic 8% dividend rate on par^) , 

Common Stock (Par $10.00 per share) 500,000 600,000 

Total net worth $1,794,000 $2,014,000 


The company commenced operations three years ago and has paid 
no dividends to date. For the noncumulative preferred stock, assume 
that the first tv/o years are “closed years” and that the latest year 
is the “open” or “current year.” Compute for each class of stock the 
total share of surplus and the book value per share. 

2 - 10 . The net worth section of Energy Corporation’s balance 
sheet lists the following: 


Preferred Stock, 7%, $20 Par, Participating, Noncumulative ... . $ 400,000 

Preferred Stock, 7%, $100 Par, Cumulative, Nonparticipating . . ’ 600,000 

Common §tock. $5 Par . . 500,000 

Earned Surplus Unappropriated 267,000 

Total net worth $1,767,000 


The company was formed four years ago, but has jaot paid or 
declared any dividends to the date of the balance sheet. For the non- 
cumulative preferred stock assume that the first three years are 
“closed years.” Compute for each class of stock the total book value 
and the book value per share. 

2 - 11 . The net worth section of the R. Co balance sheet shows: 

Case ( 1 ) Case ( 2 ) 

6% Prefefred Stock, Par $100, Cumulative, Nonpartici- 
pating M . . n $200,000 $300,000 

Common Stock, Par $10 . . " 500,000 600,000 

Earned Surplus Unappropriated . . 300,000 420,000 

« The current year’s preferred dividends have already been paid. 

(a) What is the book value par share of the preferred stock and 
the common stock? 

(b) Tf a 20 r /c stock dividend on common wer<\to be declared and 
distributed, what would then be the book value per share of each 
class of stock immediately after such dividend? 

(c) If a 20% cash dividend on common were to be declared and 
distributed (instead of the 20% stock dividend described above), 
what would then be the book value per share of Vach class of stock 
immediately after such 'dividend? 
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2 * 12 . 

(a) If the net |>ook value per share of common stock js $24.00, 
what will be the net. book value per share after a 33% r /c stock divi- 
dend? 

(b) If the net book value per share of common stock is $40.00, 
after a 20% stock dividend, what was the net book va'tie per share 
before such dividend? 


2*13. In response to a request from a prospective client., criticize 
briefly, item by item, the form and terminology of the following bal- 
ance sheet. 


BALANCE SHEET OF THE ABC COMPANY 
For the Year Ended December 31, 19 — 


Assets * 

Current. Assets: 

Cash and Related Items $ 11,000 

Accounts and Notes Receivable 758,000 

Raw Material (market $100,000) 160,000 

Work in Process, Cost .... 35,000 

Finished Goods, Sales Price 315.000 

Supplies 78,000 

Investments 155,000 

Fixed Assets: 

Land, Buildings, Machinery, Patents 1,500.000 

Investments 300.000 

Treasury Stock . 18,000 

Deficit SOO.OQif 

TotaU Assets 44.130.000 


Liabilities 

Current Liabilities : 

Miscellaneous Current Liabilities $ 54,000 

Accounts and Notes Payable T 826,000 

Fixed Liabilities : 

Mortgages and Bonds 1.000,000 

Preferred and Cortimon Stock 1.700,000 

Reserves for Depreciation 200,000 

Miscellaneous Reserves 35 0. 000 

Total Liabilities $1,130.000 

• — — : — 


'(A, I. A. Exam.) 
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2-14. The December 31, 19 — balance sheet of a medium-sized 
manufacturing corporation did 1 not include the following items among 
the current liabilities (All are material in «amoifnt) : 

(a) Notes payable to a group of twelve stockholders, the notes 
to become due and payable on demand of at least eight of the group. 

(b) A note in settlement of which the holder accepted preferred 
stock six days after the date of the balance sheet. 

(c) Rent collected in advance. 

For each of the items above, you are to give arguments to justify 
the exclusion from current liabilities. If your answer involves assump- 
tions as to facts not given in the question, state your assumptions. 

(Adapted from A. I. A. Exam.) 


Chapter III 

* 3-1. "The information given below was taken from the books of 
J. H. Craft. Two years ago, when lie started the business, he had no 
inventory on hand, as his initial investment was in the form of' cash. 



Current 

ftievious 


Year 

Year 

Goods Sold . . 

$53,000 

$42,000 

Coods Bought 

30,000 

28,000 

Operating Expenses . 

10,000 

9,000 

End Inventories 

18,000 

12,000 

Craft prepared the 

following summary: 


Total Income 

$53,000 

$42,000 

Total Costs 

40,000 

37,000 

Net Income 

$i?,ooo 

$ 5,000 


Were the profits computed correctly for the two years? If not, show 
how the calculations should be made and account for the error in 
~ profit each year and for the two-year period. 

4) 

3-2. The directors of a certain corporation submitted a statement 
to its bank in which the net income for the year was shown to be 
$115,000. 

An accounting firm was engaged by the bank to audit the books 
of account and records of this corporation for the purpose of veri- 
fying the net income as shown by the statement. 

The audit disclosed the following facts that ^ere not taken into 
consideration: % 1 % 
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(a) There was no provision for depreciation, amounting to $27,- 
500 j 

(b) Dividends & $12,500 on preferred stock were payable on the 
day following the closing of the books; 

(c) Machinery, manufactured by the company for its own use, 
had been charged to plant account at market prices, which were 
greater than cost; 

(d) In accordance with the terms of a trust deed, .under a bond 
issue, $15,000 should have been credited to a sinking fund; and 

(e) There was included in the net income, reported by the direc- 
tors, $18,000 derived from transactions apart from the usual busi- 
ness operations of the company. 

State in what respects the net income, as reported by the directors, 
was incorrect and explain how each of the above items should b<* 
treated oiTthe statements of the corporation. 

(Adapted from A I. A# Exam.) 

3-3. 

THE MARCH MANUFACTURING COMPANY 
Profit and Loss Statement 

(1) For Year Ended Oct. 31, 19— 


(2) Net Sales $8,429,841.18 

Cost of Sales 5,860,977 06 

Gross Profit hmm.U 

Expenses : 

Selling $1,201,365.51 

Administrative and General 346,137.32 1,547,50283 

Operating Profit $1,021,361.29 

Income Charges and Credits: 

Interest Paid anti Discounts Allowed $172,685.84 

Other Items — Net . 18,52258 191.215.42 

Profit before Inventory Write-Down and Federal Income 
Taxes $ 830,145 .87*^ 

(3) Inventory Write-Down (To reduce values of inventories on 

hand to cost, or market, whichever lower) .... 22<t5281 6 

Profit before Federal Income Taxes $ 609,617.71 

Federal Income Taxes * 162, 150 .74 

Net Profit . .* * 447,466.97 

(4) Provision for JEleserve for Loss on Purchase Commitments 

(To provide reserve for difference between cost and market 

values of future vaw material commitments) 112,6 32.45 

Net tj> Surplus $ 334,834.52 
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Notes: 

(5) The Company at the start r of the year adopted the policy of providing 
for customers’ cash discounts by establishing a reserve to provide for 
such expenses. The amount so provided during the year was $10,838.10 
in excess of the discounts allowed As a result of the adoption of this 
procedure, profits for the year are this amount less than would have 
been indicated under the former accounting method. 

(6) Depreciation on appreciated values amounting to $29,616.15 has been 
charged to surplus by appreciation. 

Various items of the statement above have been numbered. Answer 
the following questions pertaining to these items: 

(1) Is there anything unusual about the period covered by the 
statement? 

(2) What probably accounts for the difference between this figure 
and gross sales and would the inclusion of the latter give additional 
value to the statement? 

(3) How is the loss ordinarily handled, and what can be said in 
favor of the company’s method of showing it? 

(4) Is this item properly deductible after rather than before the 

net profit figure is obtained? Explain. ♦ 

(5) Is this information of sufficient importance to justify such a 
long footnote? Discuss the advantages and disadvantages of handling 
cash discounts by the reserve method. 

(6) What is the meaning of this statement? 

* 3 - 4 . An owner of a chain of three drug stores has submitted com- 
parative profit and loss statements to a person who is considering 
purchasing the three stores. The prospective purchaser looked over 
the statements and they appeared all right to him with the exception 
of the gross profit figures. He asks you to examine that part of the 
statements given below. In your opinion have the statements been 
" prt iperly prepared ? 


Store #1 

January 

February 

Sales 

Less Cost of Sales 

*4,138.97 

. . . . 2,855.89 

$3,63185 

2,505.98 


«i oo*3 no 

tl lOK fi*7 

Store #2 



Sales 

Less Cost of Sales 

$4,43820 

3#26.4>j 

$3,774.09 

2,604.12 

Gross Profit 

$1275.78 

$1 16927 
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January p ebruary 

83 262 18 83 201 85 

_2 250 91 2 209 28 

$1,01127 $ 992 57 

(Adapted from Wisconsin CPA Exam 

3-5. The following is an interesting example of an t 'aily financial 
statement Contrast it with the form used in present-day statements 
and point out specific differences that reveal the evo’lution that has 
taken place in statement presentation 


Store # 3 
Sales 

Less Cos> of Sales 
Gross Profit 
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S-6. The following statement was presented by a eredit union. 
Comment on the form used and prepare the statement in correct 
form. 

Profit and Loss 


Expenses: 


Interest Paid 

Other ^Expenses 

Cash Over and Short 

Guaranty Fund 

Reserve Fund 

Dividends . 

Total 

$ 32.50 

170.33 

329.00 

229.15 

221.84 

694.76 

SI, 677.58 

Income: 

Interest Received 

$1,191.54 

Fines 

7^06 

Other Income 

13.68 

Entrance Foes 

.... 70.00 

Cash Over and Short 

329.30 

Total 

. .. . $1,677.58 


♦ 


3-7. The Chain Belt Company presented the following statements 
in its annual report in addition to a more detailed balance sheet and 
statement of income and expense: 

Simplified Balance Sheet 


October 31, 1951 


The Company Owned, Generally Known as Assets 

Amount 

Per Share 

Cash in Banks, and United States Government 
Securities 

$ 2,998,052 

$ 6.13 

Amounts Owed the Company by its Customers, 
Generally Known as Accounts Receivable 

3,670,074 

7.50 

Inventories, Including Raw Materials, Materials in 
Work, and Finished Goods; for Sale to Customers 

, 8,601,862 

17.59 

Land, Buildings, and Equipment, after Deduction 
for the Wear and Tear on These Properties; 
Generally Known as Fixed Assets . 

8,397,447 

17.17 

Miscellaneous Items, Including Government Fa- 
cilities to be Billed, Amounts Paid in Advance 
for Insurance, etc 

.1,045,753 

2.14 

Total 

$24,713,188 

$50.53 
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Tkb Company Owed, Generally Known as liabilities 
For Materials and*Supp|jes, Wages and Salaries to 
Employees, and Such Things as a Dividend to 
Stockholders, Real Estate and Social Security 
Taxes, etc 

For Income Taxes Payable to State Governments 
m 1952 (Tax Liability to the Federal Go\ em- 
inent is Covered by United States Savings Notes) 
Notes Payable, for Money Borrowed to Provide 
Additional Working Capitil 


Amount 


$ 2,871,040 

396,977 
2 100,000 


Amount inverted in the business by the Stock- 
holders, (Stockholder’ Ownership) 

Total 


19 345 171 
124 713*188 


Simplified Statement of Incomf and Expense 
For the Fiscal Year 1951 


The Company Rfcfived Amount 

Frdm Customers foi the Goods and Sfruces Pur- 
chased by Them $38 969 396 

The Company s Expfnses Weue 
For Material* Supplies Subcontracted Work and 
Services Pui chased from Others This Included 
Such Things is Iron and Rtc el Insuiamc Adver- 


tising, Upkeep of Equipment etc $18,487,618 

For l\eai and Tear on Machinery Tools, and 
Buildings, Generally Known as Dcpnmtion 429,163 

For Income Taxes Owing to Stite and Federal 
Governments 3 750000 

Making a Total of $22 ,666 781 

Which Left for Wages, Salanr Div idend* and 
for Reinvestment in the Business $16 302 ,615 


This Was Divided as Follows 

Paid to Employees as Wages and Salaries for Goods 
Sold in 1951, Including Employee Benefits Pud by 
the Company Mich as Pensions, Git»up Insuiance, 

Social Secunt>, etc ? $13,739,029 

Paid to Stockholder as Div idends for the Use of the 
Buildings, Machinery, Equipment, and Woiking 
Capital Prov ided by Then investments 1,247,503 

Retained m the Busiffesh to be Invented in Inven- 
tories, Buildings, Mtuhmeiy, and Working Funds • 1 316 083 


1 

wt 

Per Shore 

$ 5.87 

£1 

430 

3955 
$50 53 

Per Dollaf 
of Sales 

$100 

$ 474 

Oil 

# 096 

$ 581 

$ 419 

$ 353 

032 

034 
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1. What benefits are obtained from such simplified financial state- 

ments and explain how it is accomplished from the information fur- 
nished? ' * 

2. Are these what are termed percentage or r commonsize” state- 
ments? Explain. 

3. Set dojvn each amount in the simplified balance sheet and state 
in what section it would likely appear in a detailed classified balance 
sheet. 

4. What is the per share book value? 

5. Why is not the amount paid to employees treated as other 
expenses? 

6. Compute the net income for the year. 

7. Compute the dividends paid per share during the period. 


3-8. List the differences between the following and t he jn ore con- 
ventional form of statement. 

BURROUGHS ADDING MACHINE COMPANY 
AND SUBSIDIARY COMPANY OPERATING IN THE UNITED STATES 

Statement of Operations for Years 1950 and 14)49 


1950 1949 

Charges to Customers for Products Sold and Services 
Rendered .... $86,931,628 $82,460,121 

Miscellaneous Income , 488,658 193,870 

Total Income from Operations , . . $87,420,286 $82,653,991 

Cost of Manufacturing Products Sold and Rendering 
Services $49,380,288 $47,958,731 

Social Security, State and Local Taxes 2,537,431 2,135,256 

Estimated Cost of Wear and P]xhaustion of Facilities 
(Depreciation) 1.863,946 1,378,048 

Rent Paid for Use of Sales and Other Offices 1,186,783 1.123.083 

Other Costs of Marketing Products and Conducting 
the Business ... 21,335,382 20,737,637 

Estimated U. S. Taxes on the Year's Income 4.775,000 3,550,000 

Total Costs $817)78.830 $7^882^755 

$‘6,341,456 SlT, 77 1,236 

Dividends Received from Subsidiary Companies Oper- 
ating in Other Countries 1,678,460 _L708,462 

Net Income for the Year $ 8,019.916 $ 7,479,698 

Dividends Paid — $.90 a Share 4497,451 4,4 96,041 

Balance of Income Invested in the Business . $ 3,522,465 $ 2,983,657 

Income of Prior Years Invested in the Business . . . 23,678,982 20,695,325 


Income Invested in the Business Since Inception of • 

Company , . $27,201,447 $23,678,982 
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3 - 9 , Illustrate how the two notes listed below should appear in 
the maker's balance sheet so as to iiMicate most accurately the true 
facts: 

1. On the date of issue; 

2. At the end of 6 months. 

Accept the amounts as stated to be correct. 

a. Non-interest-bearing note for $1,000.00 due. in 1 year, dis- 
counted at 5% on date of issue. Proceeds $952.38. 

b. Note at 5% for $952.38 due in 1 year. Proceeds $952.38. 
Interest for 1 year $47.62. 

( Adapted from Wisconsin C. P. A. Exam.) 


Chapter IV 

4 - 1 . Explain the possible significance of the changes in the follow* 
ing balances taken from comparative balance sheets of a company 
whose sales volume remained approximately the same for the twelve 
months indicated: 

On a Six M onths 

Certain Date Later 

Accounts Receivable $250,000 $175,000 

Notes Receivable 80,000 240,000 

4 - 2 . (a) What is meant by the Natural Business year (special 
year) in an industry? 

(b) Prepare a comparison of Working Capital statement 
from the following post-closing trial balances for the Showhow Com- 
pany at the close of two differc at months and select*the one which in 
your judgment reflects the end of the natural business year. 


June 30 December Stm 


Cash ... 

$ £3.800 


$ 10.200 


Notes Receivable 

5,000 


21,000 

$ 16,000 

Notes Receivable Discounted 


$ 3,000 


Accounts Receivable t . . . 

... , 35,100 


64,300 

3,100 

Reserve for Bad Debts . 


1,850 

98,900 

Merchandise Inventories . . 

48,300 



Plant and Equipment 

. . . 131,640 


138,640 

29,482 

Reserve for Depreciation . . 


27,201 

100,000 

Good Will 

100.000 



Other Assets • 

2,533 


2,596 

30,000 

Notes Payable 


15*000 
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June SO Decembet Si 

Accounts Payable # 21,577 58,653 

Bonds Payable 75,Q00 * 75,000 

f Capital Stock 100,000 100,000 

Surplus 122,745 123,401 

$366,373 $366,373 $435,636 $435,636 


(c) State the advantages of preparing financial statements 
at the end of the natural business year. 

(Adapted from Wisconsin C, P. A. Exam.) 


4 - 3 . You are balled in to make a special investigation for one of 
# your clients who is in the business of selling an article of merchandise 
at retail. During t|?e past years he has sold entirely on a cash on 
delivery basis but has decided to sell on the installment plan. You are 
asked to determine the working capital that will be required to 
finance die business on the installment plan. The article sells for 
$150.00. The down payment is to be $15.00 and installments there- 
after are to be paid at the rate of $15.00 per month. Each ai^icle 
costs your client $90.00. During the past year the selling expenses 
were $30.00 per article sold, the overhead charges $15.00, and the net 
profit $15.00. Your client must pay for the article at the time he sells 
it. Based on past sales, the volume for the coming year is estimated 
to be as follows: 


January 

Quantity 

Sold 

75 

July 

Quantity 

Sold 

.... 200 

Fphrnarv 

125 

August 

150 

ft^arch 

150 

September . . . 

150 

April 

.... 200 

October 

150 

May . . 

400 

November . . . 

150 

June 

.... 400 

December 

.. . . 150 


^Prepare a schedule with column headings as given below, showing 
for each month information similar to that worked out for January. 
The last column should indicate the maximum working capital re- 
quirements. 

c 

WORKING CAPITAL REQUIREMENTS (ESTIMATED) 

Cumu- 
lative Total 

Quantity Quantity Cask Cash Monthly Excess of Cash 

Month Sold Sold Receipts Payments f Receipts Payments Deficiency 

Jan. 75 75 $1,125 $10,125 ' « $9,000 $9,000 

‘ * (Adapted from Wisconsin C. p. A. Exam.) 
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A , A 

Vfi 

COMMERCIAL GREDIT COMPANY AND SUBSIDIARIES 

(except Insurant Subsidi'ii les) « 

•Note to Financial Stvtfmfnts 

The valuations of these inventories \aiy m the various manuicC- 
turmg subsidiaries The various bases used are as follows 

Dec 31 19 r >0 Dee 31 1949 Dec 31 f948 Deo 31 1947 

Standard Cost not in 

excess of market $1 738 723 44 $1 104 352 86 $ 906 641 08 $ 651 822 57 

Cost last in first out basis 697 54b 33 I69b3)77 033 330 05 1 289 769 bl 

1 ower of Cost or Market 

first m first rut basis 1 858 649 91 1 709 590 72 961^88 99 324 663 14 

Lower of Cost or Market 4 469 1 45 04 2 975 68b 94 >39 1 bf>8 19 4 026 562 44 

£ 08t 792 604 7*) 

Estimated Cost 417 019 74 478 152 94 464 611 38 

$8 764 064 72 j£6 576 34b 03 $8 j^3 181 2o $7~550~C3J84 

1 Explain the terms used in the foregoing to describe the bases 
of valuation of the inventories 

2 Suggest several other bases foi \alumg inventories 

3 * Under what headings would you assume the lmcntories above 
would be classified for statement purpose* 5 ? 

4-5. Examine the data shown on page 602 and give your answers 
to the following 

1 State the amount by which the following Mere affected by the 
change m accounting policy in 1950 

(a) Inventories 

(b) Federal income taxes 

(c) Net profit for the year 

2 Do you think many companies adopt the LIF(5 method because 
of current tax savings? 

3 Is there any particular reason why merchandising company 
were encouraged to use the LIFO method around 1950 f 

4 The opinion of independent auditors contained data on the 
change m accounting policy Why 9 

5 How do you Sccount for the credit of $170,000 m 1949 for re- 
covery of Federal income taxes? 

6 Does the table show the value of divisional or departmental 
statements? Explain 

• 

In a footnote fo the financial statements of Butler Brothers 
and subsidiary oompanies it was stated that* “In pricing inventories 
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at December 31, 1950, the companies adopted the last-in, first-out 
method of determining cost instead of the first-in, first-out method 
previously used.” ' / ' 

' Further explanation was given in the President/s annual report 
including the following: 

Comparative earnings by divisions for 1949 and 1950 (before and 
after the LIFO adjustment) are shown in the following table: 



1950 


ft 

Operating profit or loss: 

Retail division 

Floor covering division 

Wholesale division 

Other income 

Total 

After j 
adjustment | 
to the 
LIFO basis 

Before 
adjustment 
to the 1 
LIFO basis 

1949 

SI ,094,430 
493,695 
3,362,407 
385.766 

S5J336 298 

$1,474,936 

926,047 

3,727,606 

385.766 

$6,514,355 

| 637,394* 

' 175.139 
~ $614,330* 

Provision for or credit for recovery of 
Federal income taxes: 

Normal and surtax 

Excess profits tax 

! S2, 300,00 

100,000 

$2,755,000 j 
350,000 

♦ 

$ 170,0001 

Total ... 

$2,400,000 

$3 J 05 000 

$ 170 , dm 

Net profit or loss for year 

$2,936,298 

$3,409,355 

$644-330* 

Per share of common stock outstanding 

$221 

i 

~ $2^63~ ~| 

i 

\ $0 93* 

i 


* Denotes loss. t Denotes credi*,. 


4-6. The following questions dealing with inventories have been 
adapted from A.T. A. examinations: 

1. A manufacturing concern follows the practice of charging the 
cost of direct materials and direct labor to work in process, but 
charges off all indirect costs (factofy overhead) directly to profit and 
loss. State the effects of this procedure on the concern’s financial 
statements, and comment on the acceptability of the procedure for 
use in preparing statements. 

2. In selecting a basis for pricing inventories, accountants have as 
one important objective the proper determination pf income by 
matching appropriate cost against revenue. Does the pricing of in- 
ventories at “cost or market, whichever is lower”* conflict with that 
objective? Discuss fully, including consideration of the efect of the 
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‘'cost or market” rule on the usefulness of income statements and 
balance sheets. 0 

3. The f Comifeny and the S Company, engaged in the same kind 
of mercantile business, and owned by the same person, report for a* 
year substantially the same amounts for sales, cost of .sales, and gross 
profit, respectively. The J Company reports a merchandise turnover 
of 4.5 while the S Company reports one of 10. 

(a) Explain, illustrating vrith an example, how such a difference 
might occur, 

(b) Comment on the significance of the merchandise turnover in 
the administration and control of merchandising operations. 


Chapter V 


5-1. Which of the two following concerns shows the better work- 
ing capital position and why? 

Company 

* M K 

Current Assets .... $500,000 $250,000 

Current Liabilities 400.000 150,000 

Net Curient Assets $100,000 $100,000 


5-2. Compute the working capital turnover of the Busy Company 
for each of the twm years shown below: 

, Last Year This Year 

Net Sales . $1,000,000 $1,200,000 

Curient Assets . 300,000 300,000 • 

Current Liabilities 100,000 200.000 

* • 

In your opinion did the change in the working capital turnovers 
signify an improvement? Explain. 


5-3. A corporation that is liquidating lias assets and liabilities as 
follows: 


Cash 


Liabilities 

$56,000 Accounts Payable $44,000 

Notes Payable 24,000 

Dividends Payable - . 12,000 


The dividends were declared before the company became insolvent 
and while there w&s a credit balance in surplus of $12,000. Show how 
the $56,009 of cash should be distributed. 
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5 - 4 . The Chocolate Manufacturing Company has issued preferred 
stock under an agreement to*maintain tangible net assets to an 
amount not less than 250% of the preferred * 3 tock< outstanding, and 
^also to maintain current assets at not less than 200% of the current 
liabilities, with the net working capital to be maintained at not less 
than 150% o{ the preferred stock outstanding. The Company submits 
the following Balance Sheet. 


Cash • 

. $ 25,000 


Notes & Accounts Receivable — Net 

75,000 


Inventories 

100,000 


Total Current Assets 

$200,000 


Fixed Assets — Net ” 

150,000 


Good Will 

. . . . 50,000 


Total Assets 


$400,000 

Nptes Payable (Current Bank Loans) . f ... 

$ 20,000 


Accounts Payable ... 

30,000 


Bonds Issued 

50,000 


r TotaPLiabilities ... 


100.000 

Preferred Stock 

$100,000 


Common Stock 

100,000 

l 

Surplus 

100.000 

* 

Total Proprietorship . . 


$300,000 


As one representing the interests of the preferred stockholders, you 
ascertain that the bonds were issued during the past year and that 
the proceeds were used to liquidate current accounts payable. Also 
that $100,000 of cash was paid to banks a short time before the state- 
ment was prepared- Show by means of ratios, the condition before 
these transactions occurred and also at date of balance sheet. Com- 
ment briefly on your findings. 

(Adapted from Wisconsin C. P. A. Exam.) 

5-5. The Y Corporation shows the following balances in its ac- 
counts with banks: 

First National Debit Balance ... $30,000 

Second National Overdraft (Per books — not per bank statement) 8,000 

Fifth National Debit Balance . t ... 13,0 00 

Total agreeing with cash account . , . $35,000 

State how you would show these balances on its balance sheet and 
explain why. 1 

In what circumstances would you modify your decision? 

* (Adapted from A. I, A. Exam.) 
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5 - 6 . The Galloway Company printed its balance sheet in two 
parts. The first part appeared as follows: 


WORKING CAPITAL SECTION 

• 

Cash on Hand 


$ 1,432 

Accounts Payable 

. $116 792 

Cash in Bank 


18,719 

Notes Payable * . 

17U.000 

Cash in Sinking Fund 


3,000 

Reserve for Bad Debts 

6,470 

Inventories 


175,257 

Accrued Taxes , , 

2,791 

Accounts Receivable 


210.867 

Accrued Interest 

3,127 

Trade Acceptances 


81,917 

Accrued Wages 

4.127 

Notes Receivable 


85.645 



Cash Surrender Value 

of 




Life Insurance 


70,942 



Office Supplies 


2,372 



U. S. Bonds and Other 

In- 




vestments 


83,000 * 

Working Capital 

429.846 



$733451 


$733,151 


You arc called upon to make an analysis of the above. Upon in- 
quiry you receive the following additional data: 

1. Employee’s “I O TJ's” amounting to $300 have been counted 
as cash. 

2. Checks issued to trade creditors for a total of $7,200 have been 
charged against accounts payable, but have not been deducted from 
the bank balance. 

3. The company is in the manufacturing business. It has on hand 
Finished Goods of $86,427; Goods in Process, $23,912; and Raw 
Materials, $64,918; total, $175,257, valued at cost. 

4. In Accounts Receivable there are charges of $4,200 represent- 
ing goods shipped out on consignment which have not been sold. The 
goods were produced at a cost of $3,600. 

5. $40,000 of Accounts Receivable have been assigned to a 
finance company. The Galloway Company has an equity in these q/ 
$5,000 and has included this amount in its receivables. 

6. $25,000 of the Trade Acceptances were received from cus- 
tomers who were unable to pay their accounts when due. 

7. The company sold $60,000 of its Notes Receivable to the local 
bank, making the usual •endorsement to transfer title. The company 
credited its Notes Receivable account by $60,000. The bank still 
holds $35,000 of these notes. 

8. The company owns two $500 Government bonds purchased at 
par, and 100% of tne capital stock of another small manufacturing 
company tor which it paid $82,000. 
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9. Of the Notes Payable, $1£0,000 are due to banks and $40,000 
to trade creditors.. 

10. The company has made no entry for h declared tfut unpaid 
dividend of $50,000. 

11. Only property taxes are included in Accrued Taxes. The esti- 
mated income-taxes accrued amount to $17,200. 

In what way would the above affect the working capital section of 
the company's statement? Restate the corrected working capital 
section in approved form. 


5-7. 

. Calculate the “maximum line 

of credit'* in 

the following 

cases : 

L 





Case (1) 

Case m 

a. 

Minimum Current Ratio Permitted .. 

4.5 to 1 

£.5 to 1 


Amount of Working Capital 

$350,000 

$1,000,000 

b. 

Total Current Assets . .. 

$700,000 

S 900,000 


Total Current Liabilities 

$400,000 

S 300,000 


Minimum Current Ratio Permitted 

1 5 to 1 

2 5 to f 

c. 

Total Current Assets 

$500,000 

$ 400,000 


Total Current Liabilities 

$100,000 

$ 100,000 


Minimum Current Ratio Permitted 

1.8 to 1 

2.2 to 1 


5-8. Compute (lie merchandise turnover of a certain company for 
each of the three years shown below, and give your interpretation 

n > » l i 4 


of the results: 

4 Second First Last 

Preceding Preceding Fiscal 

« Year Year Year 

Cost of Goods Sold $516,378 $453,740 $648,425 

Average Inventory 236,420 301,231 539,850 


5-9- Compute the number* of days' sales uncollected for the fol- 
lowing company for each of the three years shown. The sales invoices 
of the company quotes terms as, 2% / 10, n/ 30. Do the figures reveal 
a favorable or unfavorable trend? Explain. * 4 


Second First Last 

Preceding Preceding * Fiscal 
Year ' Yeqr Year 

Receivables from Customers $ 210,738 $171,225 $175,420 

Net Sales . , 1,040,092 907,372 *'984,642 
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5 - 10 . Calculate the following ratigs from the information shown: 


MerchandisevturuovV. • 

Receivables turnover. ■ 

Acid test ratio (express as a per cent,) . 


m 

Working capital turnover. 

Average age of receivables (in months). 




Case (/) 

Case {*) 

Annual Sales > 

. . $1,000,000 

$1 200.000 

Gross Profit Percentage 

16 f/ < 

15% 

Average Merchandise Inventory 

$ 70,000 

$ 170.000 

Current Liabilities 

$ 80,000 

$ 120,000 

Current, Ratio .... , , . 

.... 250 % 

300% 

Ending Merchandise Inventory 

... $ 60T000 

$ 120.000 

Ending Balance of Receivables 

. $ 125,000 

$ 160,000 


5 - 11 . Calculate the following* amounts from the information 
below: 

Merchandise purchased during the second year. 

The amount of cash received from customers m the second year. 

Funds applied to the purchase of fixed assets in the second year. 

Case ( 1 ) Case (£) 


Accounts Receivable at End of First Year $120,000 $145,000 

Accounts Receivable at End of Second Year 95,000 160,000 

Merchandise Inventory at End of First Year 70,000 90,000 

Merchandise Inventory at End of Second Year . ... 85,000 SO, 000 

Sales for First Year 800,000 900.000 

Sales for Second Year 750,000 800.000 

Cost of Goods Sold for First Year 650,000 750.000 

Cost of Goods Sold for Second Year .... 500,000 650,000 

Depreciation Expense for First Year '. . . . 10, 000 15,000 

Depreciation Expense for Second Year . , 13,000 19,000 

Fixed Assets Less Depreciation End of ^irst Year . . 40,000 ' 50,000 

Fixed Assets Less Depreciation End of Second Year 7^.000 90,000 


5 - 12 . 1 . If R Co. Current Ratio is 4H to 1 , Acid Test Ratio is 
3 to 1, Merchandise Inventory is $30,000, what are Total Current 
Liabilities? 

2. If Q Co. Total Current Liabilities arc $50,000, Acid Test 
Ratio is 3 to 1, Merchandise Inventory is $25,000, what are Total 
Current Assets? 

3. If A Co. Merchandise Inventory is $30,000, Total Cur- 

rent Liabilities are $60,000, Acid Test Ratio is 2 to 1, what is Current 
Ratio? • 

4 . If X C;o. Acid Test Ratio is 2V 2 to h Merchandise In- 
ventory is $60,000, Current Ratio is 4 to 1, 'lyhat are Total Current 
Liabilities?* 
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5. If Y Co. Current R.atio is 3.5 to 1 and Acid Test Ratio 

is 1.2 to 1, what is the amount of the Merchandise Inventory when 
Current Liabilities total $30,000? J 

6. Freedom, Incorporated, has for a certain year net sales 
which are 3^2 times the equity capital invested in the company. The 
operating ratio is 96%. What is the rate of return on equity capital 
invested? 

Chapter VI 

6 - 1 . The following appeared in the annual report of the Amico 
Steel Corporation. It is the type of schedule that is seldom included 
in published annual reports but is frequently included in accountants’ 
audit reports to companies. 


PROPERTY, PLANT, AND EQUIPMENT AND RELATED RESERVES 



Balance. 



Balance 


January 1, 



Deceynber SI 


mo 

Additions 

Deductions 

1950 

Property, Plant, and 





Equipment— at cost: 




+ 

Land 

$ 5,498,181 

$ 29,014 

% 6,425 

$ 5,520,770 

Leaseholds 

681,910 

1,211.918 

— 

1,893,828 

Buildings and Structures 
Machinery and Equip- 

75,157,141 

3,915,137 

112,784 

78,959,494 

ment 

149,101.753 

18,117,882 

1,948,626 

165,271,009 

Furniture and Fixtures 

2,472,092 

199,458 

93,364 

2,578,186 

Automotive Equipment 
Land, Dwellings, etc. 

1,942,042 

536,374 

268.782 

2,209,634 

Held for Resale or 
Rental to Employees 

1,529,363 

33,846 

140.144 

1,423,065 

Construction in Progress 

8,339,521 

8,601,884 

— 

16,941,405 

Total . . 

$244,722,003 

$32,645,513 

$2,570,125 

$274,797,391 

Reserves tor Depreciation 





and Depletion: 

Depletion . . 

S 159,486 

$ 39,309 


$ 198,795 

Buildings and Structures 
Machinery and Equip- 

30,557,757 

2,697,303 

S 71,607 

33,183,453 

ment 

67,825,025 

7,784,055 

1,856,061 

73,753,019 

Furniture and Fixtures . 

1,473.300 

167,638 

87,459 

1,553,479 

Automotive Equipment . 
Land, Dwellings, etc. 

1,097,277 

* 398,424 

217,991 

1,277,710 

Held for Resale or 
Rental to Employees 

752,678 

52,639 

17,804 

787,513 

Total 

$101,865,523 

$11,139,368 

$2,250,922 

$110,753,969 

Property, Plant, and 





Equipment— Net 




*$164,043,422 
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1. Describe briefly the use and value of such a schedule. 

2. How much^were the net capital expenditures for the year?- 

3. What probably accounts for the deductions? 

4. What would account for all or the major part of the additions* 
to reserves? 

5. Was depreciation computed on construction in progress? 


6-2. “Accountants advocating reform have generally discarded, 
because of its vulnerability, the argument that the depreciation pro- 
visions should provide for the replacement of plant and equipment. 
Since the counter arguments are so well known, we* shall just briefly 
mention them here: that if replacement cost is important, it is the 
cost of replacing the equivalent service and not the same physical 
equipment that should he considered: that since most of the replace- 
ments tfrtl not be made until many years have elapsed, we do not 
know what the cost will he; that replacement is not a function of 
depreciation but of entire revenue and of investors’ decisions.” * 

, The Accounting Review. October, 1949, p 363. 

Enlarge on the arguments mentioned above, explaining in your 
own words the meaning of each. 


6-3. The following were taken from a description in verse of the 
balance sheet statement: 

“Fixed assets arc allied according to cost, 

But you have to settle their worth, 

Is it more? Is it less? We leave you to guess, 

If you can — can you valut. the Earth?” 


“One asset is omitted— and its worth I want to know, 

That asset is the value of the men who run the show!” 

Do these lines reveal some limitations of the average balance 
sheet? 


6-4. Mr. Ward lias*offered to* purchase Mr. Long’s business at its 
present worth plus three years’ net earnings and Mr. Long has ac- 
cepted. Long hjs on his books “Good Will,” “Merchandise Inventory 
(at cost before deducting the usual discount),” “Organization Ex- 
pense,” and “Discount on Bonds Sold,” which Ward claims should 
be adjusted before present worth is computed. 
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Also, Long has excluded from his computation of net income “In- 
terest on Notes and Accounts F ayable,” and “Cost of Successful Suit 
to Defend Patent” on the ground that they are not part pf the usual 
operating expenses and so should not be considered in a transaction 
of this kind. To this Ward also objects. 

You are asked to settle the questions and they have agreed to 
abide by your decision. State your recommendations. 

(Wisconsin C. P. A. Exam.) 


6-5. From the data presented below compute the value per share 
of the common stock using an old method that the Bureau of Internal 
Revenue has quite consistently followed (lower rates of return have 
been used for nonbazardous businesses) and that has been stated as 
follows: 

“Allow out of average earnings over a period of years — preferably not less 
than five years, a return of 10 per cent upon the average tangible assets for the 
period. The surplus earnings will then be the average amount available for 
return upon the value of the intangible assets, and it is the opinion of the Com- 
mittee that this return should he capitalized upon the basis of not more than 
five years' purchase — that is to say, five times the amount available as return 
from intangibles should be the value of the intangibles.” Cumulative Bulletin, 
No. 2, 1920, p. 32. 


Average Not Income $ 46.294.67 

Average Total of Common Stock and Surplus 298,717,21 

Present Total of Common Stock and Surplus ... 456,965.21 

Intangible Assets Carried on Books of Account for Many Years 
without Change .... 141,609.56 

Annual Preferred Dividends 7,500.00 

Number of Shares of Common Stock 800 


6-6. Calculate the theoretical amount of Good Will for the fol- 


lowing: 

Case (2) Case {2) 

Actual Average Annual Earnings . $ 28,500 S 38,600 

Invested Capital of Common Stockholders . . 300,000 350,000 

Rate on Invested Capital Used to Cet Normal Earnings 8% 10% 

Rate Used to Capitalize Excess Earnings 15% 18% 


6-7, (a) A certain company showed in its income statement net 
earnings of over $14,000,000, from which was deducted an appropria- 
tion of $3,000,000 for anticipated high-cost additions to fixed assets, 
leaving a remaining anfiomit of $11,000,000. In the letter of the Presi- 
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dent to the stockholders, the earnings per share were based on $11,- 
000,000. What comment have you ufinake? 

(b») ConVast the foregoing with the way in which one com- 
pany explained its* current earnings as follows: • 

“Unless fully understood this appears to be a large increase In fact, however, 
because of the effect of inflation, the figures though arithmetically correc.l re- 
quire interpretation. For example, depreciation reserves, based as they art' on 
original costs of plant, are grossly inadequate to replace that plant at today’s 
costs.” 


Chapter YII 


7 - 1 . ^Fhe net worth section of the Ardo Corporation's balance 
sheet shows the following items: 


Capital Stock 
Less: In Treasury 
Surplus 


$100,000 

50,000 $350,000 
220,000 
$570,000 


Upon investigation the following facts are found: 

1. The company is authorized to issue 5,000 shares of stock with 
a par value of $100 per share. 

2. The total premium on stock'sold amounted to $50,000. 

3. The company, on the basis of appraisal figures, wrote up its 
fixed assets $80,000 and credited that amount to the surplus account. 

4. The company acquired 500 l hares of its own capital stock at a 
cost of $40,000. 

5. The company was incorporated and transacts its business in a 

state which by statute provides that a corporation shall not pureha&c 
its own shares • 

...when its not assets are loss than the sum of its slated capital, its paid-in 
surplus, any surplus aiising from unrofilized appreciation m value or revaluation 
of its assets and any surplus arising from surrender to the corporation of an y of 
its shares, or when by doing so its not assets would be reduced belo\i such 
sum 

In what way wdhld you present the net worth section of the com- 
pany’s balance sheet in order to give more complete information? 
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7-2. Comment on the practice of reducing the amount of Capital 
Stock Outstanding, thus creatitfg a Capital Surplus, and then writing 
down the assets against such surplus. Assuming 1 that -the assets 
''Written down remain in the possession of the Company and were 
previously carried at actual cost, indicate in your comments the im- 
mediate and the ultimate effect of such revision of capital structure. 

(Wisconsin C. P. A. Exam.) 

7-3. The A B Public Utility Corporation requires $5,000,000 of 
additional capital on which it expect? to earn a return of 5% per 
annum. The management is considering two ways of raising the 
money. One is by selling common stock only, and the other by issuing 
the following securities: 

Bonds $2,500,000 at 4% 

Preferred Stock 1,500,000 at 5yr 

Common Stock 1,000,000 

Compare the rate of return to common stockholders under the two 
plans. What term is commonly applied to the position of the common 
stockholder under a capitalization similar to the second plan above, 
and what are the advantages and disadvantages of such a position? 

7-4. Calculate the turnover of net worth for each company below: 

Company X Company Y 

Net Sales $1,000,000 $1,200,000 

Total Assets 500,000 700.000 

Total Liabilities 100,000 500,000 

Does the higher turnover show which company used its assets with 
the greater efficiency? Explain. 

. 7-5. (a) A stockholder who owns some stock in a listed corpora- 
tion is concerned because she receives such small dividends. She has 
reviewed the last stockholders' report and has concluded there is 
ample cash available for much larger dividends. In addition to cash 
in banks, the corporation's balance sheet shows che following items 
which she believes represent cash funds: 

1. A large “Paid-In Surplus.” 

2. Plenty of “Undivided Profits.” 

3. A large “Reserve for General Contingencies.*’ 

4. A substantial “Reserve for Deoreciation.” 
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In simple, nontechnical language, explain the nature of the items 
which the stockholder has confused vfith cash 

. 

fb) The stockholder is further perturbed because the cor-, 
poration’s most recent balance sheet shows Good Will at only $500,-* 
000, whereas a year before it had been shown at $1,000,000. She 
believes that a corporation which is losing good will so rapidly must 
be poorly managed , 

In simple, nontechnical language, write an explanation winch 
should clear up the stockholder’s misunderstanding. 

(A I A. Kxarn ) 


7-6, The following arc excerpts from the remark? of the Chair- 
man of the Board and President o[ the Tri-Conthlcnlal Corporation 
(an investment company) before The New York Society of Security 
Analysts, September 18, 1951 : 

“Tri-Con t mental's most unusual feature is its capital sirucinrc . . 

“T/i-Cont inental has about $17,000,000 of debenture bonds with an a\ er- 
ase annual interest cost, of 2.N9%. . . ” 

“Tri-Continental has outstanding about $.*18,000,000 of $5 cumulative 
preferred stock, callable at 110 This preferred plus flu- debentures furnish 
the pyramid and, thus, the leverage of Tri-Con Linen tabs capital struc- 
ture. . . " 

“The common currently has a balance sheet value, for what that is worth, 
of about $21 a share. That h after deducting a reserve for possible taxes 
on unrealized ncmny appreciation of a bon I $4 In oilier words, iheie an* 
about $25 of assets phis the capital pyramid working for each share of stock. 
Compare this $25 with the current nv rkc:t price ot 14V 2 and you see one 
of the reasons why 1 think Tri-Continental common is ;*n interesting se- 
curity. The significance of the difference between asset, and market values 
from the standpoint of income and yield is obvious From the standpoint of 
possible appreciation, it provides a, rough measure of potential . . .” * 

“The common stock has a character quite different bom that of an in- 
vestment company with no senior securities outstanding. With the senior 
claim on assets of the debentures and pi\ U 'red stock fixed at stated amounts, 
any change in the martcet value of Tri-( ontmontal s assets results in a pto- 
portionately larger chang? hi the asset value of the common. Ibis works on 
both the upside and downside. With the senior claim on income of the 
debentures and preferred stock also lived at stated rates, any change in 
portfolio income has a similar effect on the amount of income flowing to the 
common. It is our pcfiicy to pay out in dividends to shareholders substan- 
tially all of ojyr net income from interest and dividends.” 
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1. The September 30, 1951, balance sheet of the company showed 
3,944,342 Bhares of common stock issued. Compute their value at $21 
a share. What per cent change in this value woilld result if the net 
assets represented by the capital structure described above increased 
10 % ? 

2. Compute the asset coverages of the debentures and the pre- 
ferred stock. State in terms of dollars of assets for each dollar of 
debentures oi; preferred stock. 


7 - 7 . (a) The book value of Ideal Company’s common stock is 
$143.00 per share before a 10% stock dividend declared and paid in 
January. What is the book value per share after such dividend? 

(b) The company then earns a 20% net profit on the book 
value of the common outstanding after such 10% stock dividend. 
What is the book value per share (no preferred stock being outstand- 
ing)? 

(c) The company then declares and distributes a 50% stock 
dividend. Now what is the book value per share of the stock? " 


7 - 8 . What is the book value per share of common stock outstand- 
ing in each of the following situations? In each case before dividends 
there are $2,000,000 of $100 par, cumulative, nonparticipating pre- 
ferred stock outstanding, on which the current year’s dividends re- 
quirements have already been met, and $3,000,000 of Earned Surplus 
Unappropriated. 

(a) Common stock, outstanding 600,000 shares, $10.00 par value 
each, before any dividends. 

(b) After a 50% stock dividend to common stockholders in com- 
,mon stock has been declared and distributed, 

(c) In place of (b), after a 20% cash dividend to common has 
been declared and distributed. 

(d) In place of (b) and (c), after a “three-for-two” common stock 

split. 

(e) In place of (b), (c), and (d), after a' 50% stock dividend to 

common stockholders in preferred stock has been declared and dis- 
tributed > 
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Chapter VIII 


8 - 1 . 

ALLIS-CH-ALMERS MANUFACTURING COMPANY 
Capital Growth (Ten Years) • 


Source of 
Capital 

1940* 

1950 

Use of 

Capital 194# 

1950 

Borrowed 
Money . . 

$ 25,321,500 

1 

$ 33,000,000 

Cash and 

Securities $ 6,788,500 

$ 56,846,936 

Owed to 
Others . . 

15,612,450 

1 

■ 

42,849,459 

Accounts and 

Notes # 

Receivable 24,775,329 

Inventories 35,338,629 

Land, Build* 

50,439,120 

97,109,438 

Preferred* • 
Stock . . . 


• 

35,916,000 

injjs, Equip- ^ 
merit and 

Miscellnne 

ous Assets 26,196,369 

55,674,094 

Common 

Styck . . . 

54,965,043 

72,759.877 

Patterns, Draw* 
inprs, and 

Good Will 20,932,959 

$ll4~ 031/786 

• 

• 

1 

$260,069,589 

Earned 
Surplus . 

18,132,793 

66,774,671 

Less- — Procress 

Billing and 

Advance 

Collections 

8,769,582 


$114,031,786 

$251,300,007 

$114,031,786 

$251,300,007 


1. What is the title of the statement commonly used to show the 
data presented above? 

2. Point out the unusual features of the statement shown. 

3. What do the total figures indicate? 

4. What were the principal sources of increased capital? • 

5. What is the jiature of progress billings and advance collections? 

6. What probably accounted for the reduction in value of “Pat- 
terns, Drawings, and Good Will”? 


8 - 2 . The Puzzle Manufacturing Company presents the followings 
balance sheet together with the other facts herein below stated. 


Cash • # 

Notes and Accounts Receivable — Net 

Inventories 

Fixed Assets — Net 

Prepaid Expenses « 

Total Assets 

Notes and Accounts Payable ... 


$ 426,000 

254,000 

471,581 

930.251 

7,168 

$ 2 , 089,000 

$ 218,000 
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Bonds Issued 

Accrued Taxes, etc 

Total Liabilities 

'Common Stock (100 Par) 

Surplus 

Total Proprietary Interest 


$500,000 

21,000 

*... C7 7T $ 739,000 

. .. $660,000 

... , 700.000 

7 $1,350,000 


Net profit of $162,800 earned during the yea;' just closed is in- 
cluded in the above Surplus. Normal profit;- 1 average $80,000 annu- 
ally. 

The directors are undecided as to whether they should declare a 
10% cash dividend or a 10 % stock dividend and have asked you to 
explain the immediate and the ultimate effect of each action so they 
may act intelligently. 

(a) Show the immediate effects* of each action by giving the new 
balances of all accounts changed. 

f (b) State the book value per share of stock in each case. 

(c) State the long-time advantages and disadvantages of each 

plan. a 

(Adapted from Wisconsin C P. A. Exarn ) 


8 - 3 . The following information was reported by the .4 Corpora- 
tion: 



First 

8'erond 

Operations 

Year 

Year 

Total Sales .... 

.. . . $520,000 

$491,000 

Returns and Allowances 

. . . 30,000 

61,000 

Not Sales 

. 8490,000 

$430,000 

Cost of Coods Sold 

392,000 

387, (KM) 

Gross Margin 

8 98,000 

$ 43,000 

Selling Expenses 

7,840 

4,300 

Depreciation 

6,000 

7,000 

Other Expenses ... 

87,100 

78,000 

Net Loss 

$ 2.940 

$46 300 

Assets 



Dc comber 31 

Cash on Hand and in Banks . 

. . . , S 36,000 * 

$ 20,000 

Accounts Receivable . . . 

. . . ! 150,000, 

300,000 

Goods on Hand 

. . . 50,0(8) 

120,000 

Prepaid Advertising 

. . . 1,600 

800 

Unexpired Insurance 

. , . 400 

, 1,200 

Land . . . 

16,000 

16,000 

Building (Less Dopr. Res.) 

50,000 ’ 

88,000 

Total Assets 

, $304,000 

$546000 
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Liabilities and Capital 

First 

Second 

December 81 

Year 

Year 

Accounts Payable k 

. * S 15,800 

$140,000 

Owed to Baflks . • . . .• 

. . . . 4,900 

10,000 

Mortgage Bonds . 

20,000 

50,000 . 

Capital Stock 

210,000 

376,000 

Surplus 

53,300 

30.000 (Dr.Bal.) 

Totals . . 

$304,000 

S546.000 


A dividend of $37,000 was distributed on January 11) of the second 
year to stockholders of record as of the previous December 31, 

On a sheet of paper write down the figures appearing in paren- 
theses and to the right of each place the amount or <*ther information 
called for. 

THE A CORPORATION 

Statement of New Assets Received and Their Application ' 
During the Second Year 

Assets* Provided 


By Issue of Bonds 


(i) 


By Sale of Stock 


J2)_ 

(3) 

Assets Applied 



Purchase of Fixed Assets 


0) 


Dividends Paid 


J5f 


Lost on Operations 

_(6)_ 



Charges Not Requiring Cash Outlay 

j2L 

(6) At (7) net 

(8) 

Increase in Working Capital • 



!9] 

The ratio of current assets to current liabilities at the end 

of tlie 

first year was approximately O0) 

to 1 - 

• 



A year later the ratio was about ( 1 1 > to 1. 

The trend is clearly shown to be <12) (favorable) (unfavor- 
able) ~ “ 

At the end of the first year there were approximately (13) 

months’ net sales uncollected compared with [14)^ months a 
year later, indicating that credit and collection methods have been 
(15) (efficient) ••(inefficient) 

"The" amount of cash received from customers in the second year 

• U6)_ 

Merchandise pyrehasiM during the second year amounted 


was 


to 
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The payment of the dividend was (18) (legal) (illegal) 
because (19) • 

General conclusions as to the management of .the company are 

* ( 20 ) 

8 - 4 . The following statement appeared in the annual report of 
the National Biscuit Company: 

* 

Changes in Consolidated Working Capital 
(All Amounts Are Expressed in Thousands o / Dollars) 


Received from : f 

1950 

1949 

1948 

1947 

1946 

Sales of Product 

Interest and Miscellaneous 

$269,409 

$294,420 

$296,250 

$263,894 

$220,195 

Income (Net) f 

402 

371 

1,675 

327 

2,818 


$296,811 

.1294,791 

1297.925 

$264,221. • 

$223,013 

Used for: 

p 

* All purposes except Plant: 






Operating Costs and Ex- 






ponses 

$244,881 

$247,795 

$252,544 

$217,615 

$183,990 

Taxes 

24,326 

19,681 

18,439 

19,874# 

15,739 

Dividends 

14.315 

14,315 

14,315 

14,315 

9,283 

Other (Net) , .... 

509 

t,m 

263 

45 

n 


$283,013 

S28M08 

1285,561 

$251,849 

1208,994 

Excess Funds provided 

$ 13,798 

$’11383 

$ 12,364 

$ 12.372 

$" 14619 

Used for Plant and Equipment 
Increase or decrease in work- 

12.173 

20.287 

16.792 

6,964 

3,369 

ing capital . 

J~ 1,625 

$~5J Wu 

l~U2S 

Sf- 5,408 

ST67650 


1. What is the traditional title of this statement? 

2. In what respects does the statement differ from the traditional 
form? 

3. Are all costs and expenses included in the “Used For” section 
of the statement? 


«■ 8 - 5 . Summarize in conventional statement form the data pre- 
sented below and point out the differences revealed thereby: 

» 

BEATRICE FOODS CO., * 

The following tabulation shows the disposition of earnings retained in the 
business for the last fiscal year and added to working capital: , 

Net Profit (after provision of $4, 440, 000 for Federal taxes 4 
on income) 


$4,819,967 
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Lees: Dividends Paid to Preferred and Common Stock- 

hoIders # 2,740,202 

Earnings Retained^ in the Business for the Year . . $2 ,079^766 

Expended for Additions to Properties: 

Total Cost of Additions to Properties Including Ex- 
pansion of Operations into New Territories $2,763,086 

Amount Provided by Depreciation * 1,817,53; 

Net Increase in Pupperty Investment . . $ 945,555 

Increase in Working Capital, $1,764,506, Less Increase 
in Deferred Income, etc., $30,296 $1,734,210 

Deduct: Excess Provision for Federal Income Taxes in 
Prior Years Returned to Earned Surplus 600,000 $1,134,210 

Total Retained in the Business * $2,079,765 


8-6. 'file following information was furnished in the annual report 
of the General Foods Corporation: 

Our. increased sales last year, plus the higher costs of doing business in an 
inflationary period, required an investment of many more dollars in the busi- 
ness than ever before. 

These funds came from the following sources: 

•We retained $12 7 million of our earnings, or about 48 per cent. 

•We obtained short-term loans amounting to $14 million. 

•We used $5.5 million of our cash balances. 

•Our payables increased $20.2 million. 

•Depreciation allowances provided $5 7 million. 

•And we received $1.3 million from the sale of assets. 

Here’s how we used the money: • 

About $32.4 million went to pay the increased cost of our inventories. This 
increase was due largely to the higher prices we had to pay for the conmnodities 
used in our operations. 

We spent $14.4 miftion for new plant facilities. Here, to#, inflation was at 
work. A number of machines and plant facilities had to be replaced by new, 
more efficient equipment. While allowances had been made for depreciation, 
they were far from enough to offset the higher cost of replacing the equipment. 

About $1.2 million were used to pay back long-term loans. 

The remaining $11.4 million were used to finance higher accounts receivable. 
Normally, customers need approximately two weeks to pay for their purchases. 
As our sales increased^ the amount of n v»ney our customers owed us also 

increased. • 

• • 

Redraft the data in the traditional form of statement showing the 
increase or deefease in working capital in one amount supported by 
a separate schedule. Dividends paid during the year amounted to 
$13.7 million. • 
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8-7. On a separate sheet of paper write the numbers and column 
headings shown below. Using this form for each case, fill in the ap- 
propriate amounts. Write “None” in all spaces requiring jio amounts. 

Source 
of Funds 

1. Net Profit^ per Operating Statement. $ 

2. Net Loss per Operating Statement 

3. Non-Fund Charges in Operations — Depreciation # 

4. Net Increase in Net Current Assets 

5. Purchase of Buildings and Equipment 

6. Purchase of Land 

7. Payment of Cash Dividends 

8. Sale of Capita! Stock 

9. Sale of Land 

10. Sale of Buildings and Equipment 

11. Net Decrease in f Net Current Assets 

1C. Retirement of Bonds Payable . 1 

13. Issuance of Bonds Payable 

TV tals . . $ 


Data for Case (1): 

Assets : 

Cash 

Receivables (.Net ) 

Inventories 

Buildings and Equipment (Net) 
Land 

To i id Assets 


Equities: 


Currens Liabilities 

$ 25.000 

$ 20.000 

Bond" Pav.ible .... 

30,000 

35,000 

Capital Stock 

. . 50,000 

62,000 

Earned Surpluj Unappropriated 

30,000 

9,000 

Total Equities . 

$135,000 

$126,000 


, Selected Operating Items: Gross Profit $50,000, Depreciation $5,000, All Other 
Expenses $58,000, Total Dividends, Including 10% Stock Dividend, $8,000. 

Data for Case {$) : 


Assets : 

January 1 

December 81 

Cash 

, $ 10,000 

$ 17,000 

Receivables (Net) 

20,000 

35,000 

Inventories . , . . 

30,000 

25,000 

Buildings and Equipment (Net) 

50,000 

49,000 

Land 

40,000 

36,000 

Total Assets 

$150,000 

$162,000 


January 1 December SI 

$ 15,000 % 8.000 

25.000 22.000 

23.000 25,000 

52.000 45.000 

20.000 26,000 

$135,000 $126,000 


Application 
of Funds 

$ 


$ 
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Eqvitips 


Current Lnbilities 

* 7 >000 

$ 30 000 

Bonds P u ibh 

50 000 

15 000 

Capital* Stock * . 

40 000 

55 000 

Earned Surplus l mpproprnttd 

n ooo 

32 000 ' 

Total I quities* 

M *)000 

*102 ooo 


Schctmg Opcmtwq Items (iioss Piofit W) 000 Dip nti n ^4 000 \}\ other 
Expense $75 000»Totil Dnidc rid In< hiding 20/ Stock .Dm Ion l $U000 


Chapter IX 

9-1. flu Tliwlev Compmv hit in 1 >im imp \i i ^c 1 ith* 
year 3/f of credit salt s } ul s been credit* (Mo i s Ht^e r> ( if I 1 M) Ms 
The foliuwing lacts arc Mi >\vn by the b ks ot t lit ( mjnin 



Sr / on 

t n 

} t ar 

\< ot ! 

(It id ofi 

P 11 st 

M 25 000 

M 100 

Sc < ond 

1 . 5 000 

i 500 

I tin 1 

225 OOt 

1 100 

J ourl li 

no ooo 

(» 00(i 


Dots the period c idditn n to the Reserve tor Bid 1>< ht ipju ir 

UdSOIliblt ? 


9-2. Tlu following off ts wr^ ill of the sunk >f the Binge Cor- 
poiahon I uh de\otes his udne turn to the business nid it cents 
tlu compcnsition iiuIk ited • 



\ n?n 

Official T l 

S/ it Ou iti d 

S air y 

f 

R Andu Wb 

Pies 

175 

M5 000 

T 

\ Bruwh 

\ u i Pi es 

125 

25 000 

R 

M ( imj bell 

Sf c 

110 

2S 060 

L 

0 Andie ws 

I 1( is 

W) 

12 one 


The company icports i net pi< M ot $(>7 000 foi tnc pi t \car 
Would you question Mm figure l un 


9-3. M , a wholes lie dealer m he n\ niue handi^t n unable to 
reconcile the ptreentage of net pi edits as shown b\ his annual ac- 
counts, with the jiercerdago arbitrarily added te> cost prices, and 
asks your assistance m *n effort to iscertam the reason therefor 
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You investigate and find, first, that effective precautions are taken 
against theft of material and ffinds, and that there are adequate 
checks against shipping merchandise unbilled. • / f 

*You then obtain the following information from the books of ac- 
count and the records: 

(1) Twenty-five per cent has been added to cost prices in order to 
obtain an average gross profit of 20% on sales. 

(2) Expenses*are estimated to amount to a total of 9% on sales, 
namely, 1% selling, 1V 2 % office, 3 %% delivery, 2% general, and 1% 
executive salaries. 

(3) The aceourrts for the last completed year showed the follow- 
ing: 


Net Sales 


$3,490,000 

Cost of Saks 

i 

2,980,000 

Gross Profit 


$ 510,000 

Expenses : 



Selling 

$ 33,600 


Delivery 

232,100 


Office 

47,300 


General 

69, 000 


Executive . 

35,000 

417,000 

Net Profit . . 


$ 93,000 


(4) An analysis of the net sales for an average month during the 
year gives the following details, each invoice representing a separate 
delivery to a customer: 

Numbers Amount 


of of 

Sales: f Invoices Sales 

Under $ 6 1,020 $ 2,648 

From 6 to $» 10 « 324 2,679 

" 10 “ 20 428 6,174 

“ 20 14 50 583 19,440 

“ 50 “ 100 667 52,630 

* “ 100 " 200 781 102,475 

“ 200 " 300 i 225 55,210 

' Over 300 JL12 47,000 

Average for One Month During the Year 4,140 $288,256 


Prepare a statement accounting, as far as possible, for the differ- 
ence between the estimated and the actual profits, giving the main 
facts, but avoiding unnecessary details, and indicating what should 
be done to obtain better operating results. * t 

• ’ (Adapted from A. I. A. Exam.) 
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9-4. The Doehler- Jarvis Corporation presented graphic sales dol- 
lars in their annual report which ware supported by the following 
figures: . % 


• 

1950 

% 

1949 

% * 

Total Income from Sales 

$83,307,486. 

100.00 

$65,019,856. 

100.00 

Used as Follows : 





Compensation to Employees 



• 


(Exclusive of Officers) 

36,786,030. 

44 16 

29,331,882 

4511 

Compensation to Officers 

964,194. 

1.16 

. 845,436. 

1.30 

Materials Purchased. Services, etc. 

30,924.087. 

37.12 

24,865.137. 

3824 

Wear and Exhaustion of Plants and 





Equipment . . 

1,059,430. 

127 

1,047,550. 

1.61 

Federal Taxes on Income 

5,490,000. 

6.59 

, 2.525,000. 

3.88 

Social Security, State and Local 





Taxes 

1,115,174. 

134 

629.747. 

.97 

Dividends to Stockholders 

2,669,105. 

3.20 

2,669,105. 

4.11 

Net Income Retained in Business: 


• 



Expeadcd for Plant Construction, 





Equipment, etc. 

3,490,036. 

4.19 

965,906* 

1.49 

For Additional Working Capital 



• 

• 

and Adjustments to Reserve 





for Contingencies 

809,430. 

97 

2,140.003 

3.29 


* Dogs not indude assets acquired in exchange for 25,000 shares of common stock of 
Doehler- Jarvis Corporation which stock had an aggregate current market value of aproxi- 
mately $759,375.00 at the date of acquisition of the assets. 


1. What term is frequently applied to a percentage statement of 
this type? 

2. Is it possible to determine from the statement whether or not 
the cost of goods sold changed proportionately with the change in 
sales? 

3. Which expenses increased at a greater rate than sales? 

4. Is the compensation paid to officers usually shown in published 
statements? 

5. What was the net income for each year? # 

6. What item changed percentagewise but not in dollar amount? 
Does this illustrate the value of showing both amounts and per cents? 

7. Why are the assets described in the footnote excluded from 
the statement? 


9-5* “At the close *of 1950 we adopted the last-in, first-out (LIFO) 
method of computing the*(S)st of certain commodities used in our produc- 
tion. This reduced the profits before taxes for the year by $1.2 million. After 
taxes this Was equivalent to eight cent:'; per share of common stock. We 
believe it advisable to adopt the most realistic basis possible in relating cur- 
rent costs to current^ncome —Naiwnal Biscuit Company 
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1. Explain how the LIFO method relates current costs to current 

income. •> 

2. What effect does the LIFO method lyive pro/its (a) in 
periods of rising prices, and (hi in periods of decreasing prices? 

3. Is it good accounting practice to relate current costs to current 
income under the LIFO basis? 


9-6, The auditors* certificate in a curtail- repbrt read in part as 
follows: 

“The accounting policies of the corporation arc consistent with those of 
the preceding yea? except for certain changes in depreciation policies to 
which we do not take exception. The major change is the adoption w'ith 
respect to poslwar additions to I'acliHic-’ of a policy of accelerated deprecia- 
tion on cost in the eaVly years when llir economic usefulness of the facilities 
is greatest,.” 

% 

• Is accelerated depreciation (lie same as depreciation on replace- 
ment prices? Explain. 


9-7, One substitute for the convention; ! incoi m statement, that 
has been proposed, consists of the following - *>en 

.-1 h< mgr 

A.',our‘t <7c per Worker 

Receipt'* from CiMoiiht- 

Cast of Goods ami Sen ices Bought Itom Oth'as 

Cost of Human Kmagy (Wage*, Ndaiio*, e’e ) 

Cost of Tools Wealing Out (Dipreeiatiyn, Deple- 
tion. etc.) 

Cost of Puy meats Oi tiered bv the Go\eni<mnt 
(Taxes) 

Cost of Using the <TooK (rmlii) * 

Do you believe the above would be adequate as a substitute state- 
went? Exj)lain. 


9-8. ‘‘Profits are being staged in terms of the eurrent inflated dollar. Because 
of increased sales pi ices, margins of profit* are larger, not so much in percentage 
but in dollars — inflated dollars. Yet the net worth or ‘capital upon which statis- 
tical percentages are figured is stated, to a very large extent though not com- 
pletely, in terms of a higher value dollar.” 

i 

— The Journal oj Accountancy, November, 1948, p. 363. 

* 

What solution do yoii suggest for the problem indicated? 
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„ Chapter X 

10:1. Two companies, M and N, have the same net worth a »3 
have laid the same average profits for the past four years as is indi- 
cated below: • 


Year 

Not Profit* 

Co. M . C (I ,K 

First 

$112,000 

$150,100 

Second 

121.300 

142,700 

Third 

134,500 

121.200 

Fourth 

146,700* 

100,500 

Total Profits 

$514 .500 

$514,500 


State which of the two concerns has the greater good will, li any, 
and givV'your reason. 

10 - 2 . A public utility company 1ms outstanding general mortgage 
bonds and debentures on which the annual interest, requirements are 
$400,000 and $200,000 respectively. Its last annual report shows 
earnings for the year of $800,000 after deducting all expenses except 
the above interest. 

A, B , and C are interested in the company and have calculated the 
number of times the interest is covered by the earnings, but with 
varying results. 

A says that, the general mortgage interest was earned 2 times and 
the debenture interest 2 times • 

B is in agreement with A as far as the mortgage interest is con- 
cerned, but he believes that the coverage on the debenture interest is 
1/t times. • # 

C, however, maintains that the eo\erage on both obligations 
should be stated the same, ?.c., 1 V.\ times. 

Account for the different results obtained and give reasons &>r 
agreeing or not agreeing with cafli. In your opinion is the interest 
coverage satisfactory for a public utility? 

• 

10 - 3 . A corporation has been in business for many years and both 
business and plant facilities have been continually expanded. It has 
regularly mady good profits and accumulated a large surplus that is 
shown without explanation on the balance sheet as a single item. 

At an annual ffieeting the stockholders complain that their divi- 
dends hav<* not been commensurate with life prosperity of the cor- 



626 


PROBLEMS 


poration as shown by the annual statements, and the president 
explains vaguely that although most of the surplus is legally avail- 
able for dividends, there are practical reasons 'why it cannot be 
r distributed at the present time. 

Assuming that the president’s explanation is correct, state some 
possible reasons why the surplus cannot be distributed. 

(Adapted from A.I.A. Exam.) 


10 - 4 , Prepare a statement from the following information taken 
from a corporation’s books that will show the rate of earnings on the 
par value of the common stock: 


Nonparticipa^ing 5 r /c Preferred Stock Authorized 

Preferred Stock Unissued 

Common Stock Issued . 

Treasury Stock Common .... 

Surplus at the Beginning of the Year ... 

Dividends Paid at the Beginning of the Year 

Earnings for the Period 


$100,000.00 
00,000 00 
no,ooe.GO 

35.000 00 

32.872.00 
6,900.00 

16.500.00 


10 - 5 . The following comparative balance sheets and income ac- 
counts of the A B Company are submitted to you for scrutiny and 
comment. 

Reporting thereupon, what points would you consider of most 
importance for the attention of the management? State how you 
would emphasize these in your report. Suggest any changes in policy 
or remedies for existing conditions that appear desirable. What addi- 
tional information would you require before rendering your report? 
Do any essential facts appear to have been omitted? 

THE A B COMPANY 
Comparative Balancb: Sheets 


December 31 


Asads 

Fixed : 

Last Year 

A 

Year Ago 

Buildings (cost) . ... 

Plant and Machinery (cost) . 

. $1,100,000 

1,750,000 

$1,100,000 

1,500,000 


$2,850,000 

$2,500,000 

Deferred : 



Experimental Work 

500,000 

100,000 
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Current : Assets 

Inventories — 

Last Year 

* 


Year Ayo 

Raw Material# 

S 500,000 


$ 400,000 

Finish oil Goods . 

275,000 


250.000 

Supplies 

60,000 


50,000 * 

Accounts Receivable, Trade 

900.000 


1,000.000 

Accounts Receivable, Officers 

80,000 


20.000 

Cash 

200.000 


sflo.ooo 



$2,015,000 

S5.36ft.000 

$2,020,000 

$1620,000 

Liabilities 

Capital Stock 

Current . 


$2,000,000 

$2,000,000 

• 

Notes Payable to Banks . . 

SI. 000, 000 


$ 500,000 

Accounts Payable, Trade 

Din tdends Payable 

615.000 

100.000 

» 

620,000 


• 

1,715,000 

1.1 20.000 

Surplus: * 

Balance 

$1,500,000 


# $1 ,500,000 

Income for Year 

D?ss Dividend 

250 000 

] ,750,000 
100 000 

1 ,650,000 

$5,365,000 

• 

$A62o76oO 

Co M PA KATIVK I NOO M K 

Acme nts 



Last Y(ar 

Year A(/o 

Sales 


$9,000,000 

$8,000,000 

Cost of Sales. 

Raw Materials: 

* 



Inventories, Beginning of 

Years . 

$ 400,000 


$ 300,000 § 

Purchase's 

4, 8, ,0,000 


3.850.000 

• 

5,2*0,000 


*4,150,000 

Inventories, End of Years 

500.000 


400,000 

• 

4, 750, (XX) 


3.750,000 

Direct Labor 

2,200,000 


2,000,000 • 

Factory Overhead, Including Sup- 

plies 

1 .550,000 

8,500,000 

1,800,000 

7,550,000 

Manufacturing Profit 


500,000 

450,000 

Selling Expenses • , 

162,000 


144,000 

General and Administrative Ex- 

j >enses 

• 

8$, 000 

250,000 

HKj.UUU 

250,000 

• 

Net Income . . 


$ 250,000 

$ 200,000 

• 


(Adapted from A. I. A. Exam.) 
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10 - 6 . From the following selected financial data for the Equity 
Enterprise Company calculate the following (Ignore income taxes 
and use preferred method.) ; 

(1) Number of times interest has been earned on the first mort- 
gage bonds. 

(2) Numbfcr of times interest has been earned on the second 
mortgage bonds. 

(3) Number of times the preferred dividend has been earned 
(when combined with interest charges.! 

(4) Earnings available for common stock, per share. 


Data : 

Annual Net Profit (after bond interest) . , $135,000 

5^ First Mortgage Bonds Outstanding $600,000 

f>% Second ‘Mortgage Bonds Outstanding $250,000 

7% Cumulative, Nonpartieipaling Preferred Stock 
Outstanding (no dividends* in arrears) $500,000 

-» Common Stock Outstanding, $10 00 Par per Share $400,000 


10-7. Calculate the number of times the interest and dividend 
requirements on the following securities have been earnecj (Ignore 
income taxes and use preferred method.): 


Case (J) Case U) 

Net Profit Before Bond Interest, 

Debenture Interest, and Dividends $1,120,000 $810,000 

Mortgage Bonds, 5' r, Par . $4 million $2 million 

Debentures, G'C Par $2 million $3 million 

Preferred Stock, S'/ , Par $3 million SI million 


10 - 8 . What rate of return on total assets must A Corporation 
earn before interest and dividends in order to make available to 
common stock ( T gnore income tax.} : 

(a) a 5% rate of earnings on par after interest and preferred 
dividends? 

(b) a 10% rate of earnings on par after interest and preferred 

dividends? * 

(c) a zero rate of earnings on par after interest and preferred 
dividends? 



Case ( 1 ) 

Case (.2) 

Total Assets . . . . . 

$8,000,000 

$8,000,000 

Current Liabilities (none) 



Fixed Liabilities (5% interest) 

2,000,000 

3,000,000 

Preferred Stock (6%, nonpart ic.) . 

. 4,000,000 

2, 0(H), 000 

Common Stock 

Surplus (none) . 

2,000,000' 

3,000,000 
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10 - 9 . Make the following computations from the data given 
below: 

(1) Shares of Preferred Stock Outstanding. 

(2) Shares of Common Stock Outstanding. 

(3) Number of Times Preferred Dividend Earned. 

( 4 ) Earnings Available per Share of Common. 

(5) Rate of Earnings (on Beginning of Year Book Value) Avail- 

able for Common. 

(6) Price-Earnings Ratio of Common. 

(7) Cash Yield on Preferred Market Price. 


Data : 

Common Stock Authorized (par $20) $600,000 

Common Stock Unissued 400,000 

7 % Preferred Stock Issued (par $50) Cumulative, Nonpartieipatinfr, 
no Dividends in An ears * 500,000 

7 % Preferred Stock in Treasury 100,000 

Earnings for the Year * . * 91,000 

Preferred Dividends for Current Year, Declared and Paid in Cur- • 

rent Year 28,000 

Common Dividends for Current Year, Declared and Paid in Cur- 
rent War . . 30,000 

Long-Term Debt Outstanding None 

Total Surplus at Beginning of Year J00,000 

Current Market Quotation per Share, Preferred 70 00 

Current Market Quotation per Share, Common 94.50 


10 - 10 . Using the data given below state, without showing com- 
putations, your answers to the lolhnving: 

(a! Preferred Stock Outstanding — Total Par Amount. 

(b) Preferred frjtoek Outstanding— Shares. 

(c) Common Stock Outstanding— Total Par' Amount. 

(d) Common Stock Outstanding— Shares. 

(e) * Earnings per Share of Preferred Stock. 

(f) Rate of Earnings (on Par) Available for Common. 

(g) Earnings Available per Share of Common. 

(h) Rate of Earnings (on Beginning of Year Book Value) Avail- 

able for CTmnnon. 

(i) Rate of Earnings (on Market Price) Available for Common. 

(j) Price-Earnings Ratio of Common. 

(k) Cash Yield on Common Market Price 

(l) Number of Times Preferred Dividend Has Been Earned. 

(m) Cash Yielcfon Preferred Market Price 
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Data: Cased) Case (2) 

6% Preferred Stock Authorized ^Cumulative, Nonpar- 
ticipating, no dividends in arrears, Par $50) $200,000 $300,000 

6% Preferred Stock Unissued * ?* 100,000 100,000 

* Common Stock Issued (Par $25) . 130,000 120,000 

Treasury Stock Common 42,000 52,000 

Total Surplus at Beginning of Year 44.000 32,000 

Earnings f of the Year 50,000 80,000 

Preferred Dividends for Current Year (declared and 

paid in the .current year) . 6,000 12,000 

Common Dividends for Current Year (declared and 

paid in current year) 35,200 27,200 

Long-Term Debt Outstanding None None 

Current Market Price per Share Preferred 60 40 

Current Market Price per Share Common 50 100 


10-11. “Corporal financial statements will continue to defy analysis for 
some time. The old rules of thumb aren't much help these days. # t 

"General Motors' pamphlet report gives some idea why this is. Alfred P. 
Sloan, jr., goes into great detail in explaining unusual charges, deductions 
from postwar reserves, special amortization of war plant, tax recoveries, and 
nonrecurring profits for 1945. 

“The sum of this is to show the complexity of accounting in a period such 
as this, the pitfalls awaiting the tenderfoot who attempts to analyze income 
statements or balance-sheets." 

From Business Week , April 6, 1946. 

What is meant by: 

(a) "a period such as this”? 

(b) "special amortization of war plant”? 

Give an example of: 

(c$ "unusual charges.” 

(d) "deductions from postwar reserves.” 

(e) "tax recoveries.” 

(f) "nonrecurring profits.” 

10-12. The following excerpt was taken from the letter of the 
President in the annual report of the Doehler- Jarvis Corporation: 

Taxes — 1950 Taxes, including federal, state, and local, amounted to 
$6,605,174, which is equal to $6.19 per share. These compare with $3,154,747 
or $2.95 per share in 1949. By far the largest portion is the federal taxes on 
income, which reflect the effect of the increase in normal and surtax rates, 
and the institution of excess profits taxes — both retroactive to July 1, 1950. 

Taxes continue to take an increasing share of ’profits. It is anticipated that 
for the year 1951, federal, taxes will be considerably higher, in relation to 
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income, since both the increased normal and surtax rate and the excess 
profits tax will be effective for the full year, and it is indicated that the rates 
will be further increased. # 

Excess Profits ^ax Exemption — The exemption, computed under the 
"'Average Earnings Basis” in the Excess Profits Tax Act of 1950, is estf 
mated at: 

For 1950 — $9.26 per share and, after the 42% normal and surtax provid. ,1 
in the Revenue Act of 1950 — $5.37 per share. 

For 1951 — $9.71 pt?r share and, after the 47% normal and surtax provided 
in the Excess Profits Tax Act of 1950 — $5.14 per share. 

1. Why are taxes frequently emphasized in annual reports? 

2. What is meant by the Excess Profits Tax Exemption? 

3. Explain the significance to prospective investors of the excess 
profits tax exemption per share. 

4. Do the changes in rates indicated in the excerpt illustialc the 
difficulM&s management encounters in planning for taxes? 


Chapter XI 

• 

11 - 1 . The following statement of manufacturing costs was used 
to show an increase in unit costs of materials and labor for the last 
half year as compared to the first half year. In your opinion do the 
figures support the conclusion stated? 

January 1 to July 1 July 1 to December SI 


Raw Materials $280,000 51% $402,800 53% 

Direct Labor 130,000 24% 205,200 27% 

Overhead 140,0)0 25% 152,000 20% 


Total $55 0,000 100% $760,000 . 100% 


m 

11 * 2 . (a) State briefly what information you would expect to 
obtain from the following ratios, viz.: 

(1) Net Sales to Gross Fixed Assets. 

(2) Net Sales to Rdfceivables. 

(3) Cost of Goods Sold to Inventories. 

(4) Net Worth to # Total Assets. 

(5) Cuw^nt Assets to Current Liabilities. 

(6) Cash to Current Liabilities. 

(7) Net Income to Net Worth. 

(b) When does’the information become really useful? 

(A. I. A. Exam.) 
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11 - 3 . State your reasoned objections to the form and the sub- 
stance (a) of the various numbered parts of the following certificate 
and (b) of the certificate as a whole: 

AUDITORS’ CERTIFICATE. 

(1) We have audited the books, accounts and records of Adam & Smith, 
Inc., as at December 31, 19 — and (2) certify that, (3) subject to the realiza- 
tion of the accounts receivable and the inventories, (4j the attached balance 
sheet is a true and correct statement of the company’s financial position for 
the year. (5) We further certify that the accompanying profit-and-loss 
account as at December 31, 19 — is (6) true and correct according to the 
books. 

JONES, BROWN & COMPANY 
(A. I A. Exam.) 


11 - 4 . Give reasons why you agree or disagree with the following: 

I remember when my father was interested in banking. Accountants would 
bring to him audit reports consisting of thirty or more typewritten pages. 
He would look at the auditor and say: "Young man, this is all Greek to me. 
All I want is six figures: (1) grosb sales, (2) net profits, (3) amount charged 
to depreciation, (4) amount owed, (5) cash inventory and property value, 
and (6) cash in the bank. Give me these for a few' years back on one sheet of 
paper, and I will give you my answer m two minutes ” 1 have often thought 
of my father’s wisdom in this statement. I have seen the companies: wilh 
which 1 am connected, and those for which our organization is doing work, 
actually waste hundreds of thousands *of dollars on auditors’ reports. 


11 - 5 * What unsatisfactory condition is satirized in the following 
doggerel quoted from the April, 1951, issue of The Accounting Re- 
view , and what corrective measures have been taken? 

"THE ACCOUNTANT’S REPORT” 

"We have audited the balance sheet and here is our report: 

The cash is overstated, the casiuer being short; 

The customers’ receivables are very much past due, 

If there are any good ones they are very, very few; 

The inventories are out of date and practically junk. 

And the method of their pricing is very largely bunk; 

According to our figures the enterprise is wrecked- . . . 

But subject to thesfc comments, the balance sheet’s correct.” 



PROBLEMS 


633 


11 - 6 . Comment on the following^audit certificate: 

“This is tp certify that ■ • • the books and accounts of . . . were examined 
up to close of business on . . . and were found to be correct in every respect 
with all funds properly accounted for to the best of my knowledge an<? 
belief.” 


11 - 7 . “The company’s books are examined each year by . . . certified 
public accountants. Their report . . . appears below. . . The Auditors' Report 
is an important document. It represents the opinion of independent experts*, 
based on a careful examination of the financial statements to the extent 
they consider necessary, and the determination that generally accepted ac- 
counting principles have been used consistently." 

— Pfeiffer Brewing Company 

What Utility lies in statements by the management that call atten- 
tion to the auditors’ report? 


11 - 8 . The following information was taken from the annual re- 
port of Jewel Tea Co., Inc : 

The flow of funds into our business, including the loan proceeds, and the 
uses to which they were put during the year, are summarized in the follow- 
ing statement: 


Cash and Securities at Beginning of the year S 9,376,066 


Sources of Funds m 1 951 : 

Net Earnings ... 3 584,299 

Depreciation ... ...... 1,908,935 

Long-Term Loans 8,000,000 

Sale of Cdinmon Stock to Eiroloyees , . . . * 68,399 

Total Funds Available 22.937,699 


Uses of Funds in 1951 : 

Dividends # 2,241,930 

New Property, Plant and Equipment (Less Net 
Book VaUie of Sales jind Reiiiernents) 3,704,690 

Preferred Stock Purchases*for Sinking Fund . 297,017 

Increase in Inventories 243,970 

Increase in Accounts Receivable .... 745,843 

Reduction in Current Liabilities 1,256.407 

All Others ... 

Totaf Fund* Used ■ . - • ■ 8.4 9 1,2 !2 

Casl^and Securities at End of the Year . . $14.446.487 
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When negotiating the aforementioned loans, your management carefully 
weighed the various repayment sclffedules available to us. The schedules as 
finally agreed upon provide the necessary flexibility and,#Uong with our pre- 
ferred stock sinking fund requirements, call for fixed annual capital repay- 
ments averaging $550,000 during the next 20 years. Retained earnings during 
the past decade have averaged over $1,000,000 per year. 

PREFERRED STOCK • 

Preferred stock is 3%% cumulative $100 par value, and 75,000 shares 
have been authorized and issued. 

The company must acquire on or before each June 30, commencing in 
1950, at least 1,500 shares in connection with sinking fund requirements of 
* the issue. 

< LOVlG-TERM INDEBTEDNESS 

During the year the company received $5,000,000 from two life insurance 
companies in exchange for its 2.85% unsecured notes, payable in equal 
annual installments beginning February 1, with a final maturity on 
February 1, 

The company has also received $3,000,000 from a group of its principal 
banks, in exchange for its 2.25% unsecured 90-day notes. This loan is on a 
revolving credit basis until January 5, 1954, at which time the principal 
amount may be converted, in whole or in part, into a term loan at the com- 
pany’s option. Repayment terms call for 8% of the principal amount in each 
of the years 1955 through 1960 with a final payment of 52% in 1961. 

• 

1. What is the name which is generally applied to a statement of 
this kind'and in what way does the above differ from the usual form? 

2. Are we to assume that the company can increase its funds by 
merely recording depreciation on the books? Explain why this item 
is included as a source of funds. 

?. State the advantages and disadvantages in furnishing stock- 
holders with a statement of this kiqd. 

• 4. Prepare a schedule ol fixed capital repayments at par values 
for each year for the next 20 years and account for the average 
annual payment of $550,000. Years “having the same annual pay- 
ments may be grouped together without a separate listing for each 
year. 


■i 
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11 - 9 . 

CONSOLIDATED STATEMENT OF PENSION TRUST FUNDS 

established by 

American Telephone and Telegraph Company and its Principal Telephone 
Subsidiaries, Western Electric Company, Incorporated, and i?s Subsidiaries 
and Bell Telephone Laboratories, Incorporated 


Balance in Funds — December 31, 1949 $1,039,677,206 

Additions to Funds During 1950: 

Payments into Funds by Companies $137,656,149 

Interest Revenue, including gain or loss on f 

investments disposed of 31,995,196 

Other Additions 545,431 

Total Additions $170*196,776 

Disbursements for Pensions During 1950 . . 28,541,877 

Net Increase in Funds 141,654,899 

Balance in Funds — December 31, 1950 $1,2^1,332,104 


Comprised of : 

fionds of Bell Telephone Companies $ 200.935,152 

U. S. Government Obligations 361,971,818 

Public Utility, Railroad, and Industrial Bonds 646,583.338 

Other Investments 10,097,556 

Cash and Accrued Interest Not Due . . 11,744.240 

Total 5L23L332104 


The foregoing statement was included in the annual report of the 
American Telephone and Telegraph Company. The following related 
excerpt was taken from the report of the Board of Directors: 


Employee Benefit and Pension Payments 

About $199,000,000, equal to 9.9 per cent of the payroll, was expended 
for beflefit and pension purposes in 1950 by the Bell System Companies, 
including Western Electric Company and Bell Telephone Laboratories. Pe^- 
ments to about 118,000 employees and their dependents, to Pension Trust 
Funds, and to the Federal government for social security old-age benefits, 
were as follows: 


To Pension TruSt »Funds 

Employer’s Tax — Social Security Old-Age Benefits 

Sickness Disability Benefits 

Accident Disability Benefits 

Death Benefits # 

Disability Pensions • 

Total 


$137,656,000 

23.747.000 

28.641.000 
1.622,000 

4.996.000 

2.474.000 


$199,136,000 
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1. Are these trust funds a p t art of the balance sheets of the com- 
panies listed? 

2. What relation do the trust funds have to the^ncome* statements 
"of the companies? 

3. Who is entitled to the interest and other income from the 
securities in the trust funds? 

4. Is it logical to combine all employee benefit and pension pay- 
ments as shown above? 


11 - 10 . The following explanation appeared in the annual report 
of a company: 

“Working capital Reflects 1 he company’s ability to pay liabilities that will 
become due within a year. A company may have total assets far in excess of 
its total liabilities, and yet if too high a proportion consists of land, plant 
and equipment, and other fixed items, there may be inadequate working 
‘capital. A shortage of working capital may seriously limit a company's opera- 
tions and, in particular, may make it impossible for a business to take 
advantage of opportunities for sound growth.” # 

— The Journal oj Accountancy, January, 1949, y. 41 

Is this a good example of what may well be included in annuai 
reports? 


Chapter XII 


12-1.*' There are some analysts who believe that the operating 
ratio has of itself little or no significance in the study of the earning 
power of railroads. Do the following figures support this view? 
Explain. 

., Railroad 



R 


S 


(Assume same mileage owned and 
opera ted) 

Gross Operating Revenues 

t 

$25,000,000 

100%, 

$25,000,000 

100% 

Maintenance of Way and Equipment 
Transportation and Other Operating 

8’, 750, 000 

35% 

5,000,000 

20% 

Expenses 

8.750.000 

35% 

12,500,000 

50% 

Total Operating Expenses . . 

17,500,000 

70% 

17,500,000 

70% 
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12 - 2 . 

MINNEAPOLIS, ST. PAUL & SAULT STE. MARIE 
' RAILROAD COMPANY 

Income Account 


Railway Operating Revenues: 

Freight Revenue 

Passenger Revenue 
All Other Revenue 

Total Railway Operating Revenues 

Railway Operating Expenses: # 

Mainfeflance of Wa y and Structures 
Maintenance of Equipment 

Traffic 

Transportation 

Miscellaneous .... 

General 

Total Railway Operating Expenses 
Net Revenue from Railway Op- 
erations 

Railway Tax Accruals 

Railway Operating Income 
Equipment Rents -Net Decrease 
Joint Facility Rents — Net Decrease 

Net Railway Operating Income? 
Other Income 

Total Income 

Miscellaneous Deductions from In- 
come 

.Income Available for Fixed and 
Contingent Charges 

Fixed Charges* 

Rent for Leased Qoad and Equip- 
ment * 

Interest on Equipment? Obligations 
Interest on Unfunded Debt 
Amortization of Discount on Funded 

Debt . * • * 

Total Fixed*C'hargo 
Income aftc* Fixed Charges 


Year 

Year* 

Increase or 

1950 

1949 

Decrease 

$34,742,710 

$32,042,081 

$2,700,629 

1,063,331 

1,351,907 

m,57H 

2,563,937 

2,036,980 

526.957 

38,369,978 

35,^30,968 

2,939.010 

7,658,247 

1 

7,112,077 

546,170 

6,255,620 

6,072,726 

182,894 

809,678 

780,436 

* 29.242 

15,240.028 

14,455,315 

784 713 

209,214 

220,888 

11, €74 

1,113,419 

1.007,430 

105.989 

31,286,206 

29,648.872 

1,637,334 

7,083,772 

5,782,096 

1,301.676 

4,065,316 

3,180.924 

884,392 

~lj)RUI56 

2,601,172 

417,284 

407.226 

454,259 

4 ? 'Ufa 

211,488 

215,437 

8,049 

2,399,742 

L93I.476 

468,266 

194,360 

220,920 

26,660 

”2,594,102 

2,152.396 

# 441,706 

56,980 

* 22, o4S 

34.432 

2,537,122 

2,129.848 

407,274 


1,685 

1,685 


8,903 


8,903 

9,447 

1,678 

7.769 

2,876 

1,925 

951 

22,911 

5.288 

i 7,623 

£514,21*1 

2,124,560 

389,651 
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Contingent Charges : r 

Interest on First Mortgage Bonds . . 
Interest on General Mortgage Bonds 
Sinking Fund — General Mortgage . . 

Total Contingent Charges 


Year 

1950 

283,909 

584,688 

100,645 

969,242 


Year 

1949 

#33,658 

591,776 

100,645 

976,079 


Increase or 
Decrease 
251 
7,088 

6fi87 


Net Income $ 1,544,969 S 1,148,481 $ 396,488 

1. Compute the percentage increase of total operating revenues 
and total operating expenses and state whether or not the trend 
revealed is favorable or unfavorable. 

2. Compute t{ie percentage increase in railway tax accruals and 
give your opinion as to which tax accounted for the greater part, 

• 3. What taxes are likely included in Railway Tax Accruals? 

4. Is there anything unusual about the terminology of Railway 
Tax Accruals and its location in the Income Account as compared to 
industrial corporation statements? 

* 5. Tlie following tabulation appeared in the report: 

Times Earned: 1950 

Interest on First Mortgage Bonds 8.9* 

Interest on General Mortgage Bonds 3.8 

Sinking Fund-General Mortgage 16.4 

Show how each of these results were computed. Is there any 
question about the method used? 

6. Why is the interest on the mortgage bonds placed under the 
heading “Contingent Charges 17 ? 

7. Is the amount of $100,645 set** aside each year for the sinking 
fund a true expense? 

8. Dobs the heading “Fixed Charges” as used in railroad reports 
have the same meaning as in manufacturing industries? 

9. What is the major source of revenue to the company? 

10. In what accounts would you expect to find the depreciation 
changes? 

12-3. A certain railway company in its annual report summar- 
ized the income for the preceding calendar year as t follows: 

Results for the Year , . 

1. Operating Revenues 128,478,081.95 

(Increase $3,880,892.07, or 15.78%) 

2. Operating Expenses * 21,137,28729 

(Increase $1,711,327.33, or 831%) 1 * 

Net Operating Revenue $ 7,340,794.66 

(Increase $2,169,564.74, or 41.95%) 



PROBLEMS 


CSV 


3. Taxes and Uncollectible Railway Revenues 1,216.381 .84 

(Increase $37,884.89, or 3,21%) * 

Railway Operating, Income 8 612441282 

(Increase 82,131,679.85, or 53.39%) 

4. Net Equipment and Joint Facility Rents 1896,210.17* 

(Increase $78,148.54, or 5.69%) 

Net Railway Operating Income • $ 4828,196 C„ 

(Increase $2,209,82839, or 84.4%) 

5. Miscellaneous Income 366,719.11 

(Decrease 853,770.77, or 12.79%) 

Total Gross Income 8 5,194.915.76 

(Increase $2,156,057.62, or 70.95%) 

6. Rentals and Other Payments * . . 172.394.83 

(Decrease $17,031.00 or 8.99%) 

Income for Year Available for Interest 8 5,022,520.93 

(Increase $2,173,088.62 or 7636%)* * 

7. Increase (67.58%. of amount available) 3,394,27233 

(Decrease $70,785.13, or 2 04%) , 

Net Income for Year Applicable to Dividends ... 8 1 .628,248.60* 


(Compared with a deficit of $615,625.15 last year) 

(a) In a statement prepared in detail which of the items num- 
bered above would likely be expanded and what would be the nature 
of the accounts added? Answer by number without repeating the 
titles given. 

(b) Is this a comparative statement? 

(c) Do you believe a condensed statement of this kind is of value 
to stockholders who are supplied with a detailed income account? 

(d) Was there an increase or decrease in the operating ratio? 

12*4. Define the following terms used in the analysis of railroad 
statements : 

(a) Ton-Miles. 

(b) Fixed Charges. 

(c) Railway Operating Revenues. 

(d) Maintenance. * 

(e) Traffic Density. 

(f) Per*Cent Operating Revenue from Freight. 

(g) L. C. b, 

(h) Average Freight Haul. 

(i) ,I. C. C. Reports. 

(j) Rolling Stock. 

(k) Ffmded Debt per Mile. 

^1) Capitalization per Mile. 
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Chapter XIII 

*■ 13 - 1 . The general form and content of the railway balance sheet 
is indicated below Compare this statement with the industrial bal- 
ance sheet, (*1) by stating whether each item appearing under the 
group headings is ordinarily &o classified m th$ industrial balance 
sheet, and (2) 'by discussing the general arrangement of the groups 


Assets 

Investments € 

In\ estnient m Road and Equipment 
Improvements on leased Railway 
♦ Property 

Miscellaneous Physical Propel t> 
Investments m Affiliated Companies 


Current Assets 
Cash 

Loans and Bills Receivable 
Tnffic k Car-Service Balances Re- 
ceivable 

Material and Supplies 

Deferred Assets 

Working Fund Advances 
Insurance and Other Funds 

Unadjusted Debits 

Rents and In&uiante Piemiums Paid 
„ m Advance 
Discount on Funded Debt 
Discount on Stock 


Liabilities 

Capual Stock 

Common 

Preferred 


Long-term Debt 

General Mortgage 
Equipment Trust Obligations 

Current Liabilities 

Audited Accounts and Wages Pay- 
able 

Intel est Matured Unpaid 
Unmatured Interest Accrued 
1 ix Liability 

.Deferred Liabilities 

Employee s Pension Fund 


Unadjusted Ciedits 

Insurance k Casualty Reserves 
Accrue d Deprec lation — Lc ased 
Property 


Surplus ^ 

'Appropriated Suiplus 
Unappropriated Surplus 
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13-2. Which of the two railroads whose condensed statements 
appear below is in the stronger financial position? Give reasons for 
your answer. 

Railroad 




( 000 omitted ) 

* 


X 



Y 

Assets 

Amount 

Per Cent 

Amount 

Per Cen 

Investment in Road <fc Equipment 

$710,482 

92.1 

$32*1,540 

70.7 

Improvements on Leered Property 

320 

.0 

31,700 

7.0 

Investments in Affiliated Co. 

25,750 

3.3 

'43,000 

9.4 

Other Investments ... . 

660 

.1 

38,516 

8.5 

Cash 

7850 

1.0 

6,704 

1.5 

Accounts Receivable 

8,230 

1.1 

4,098 

.9 

Material and Supplies 

12,418 

1.6 

* 7,553 

1.6 

Deferred Assets 

2.606 

.3 

822 

.2 

Unadjusted Debits 

3,719 

.5 

785 

2 

Totals 

$772,024 

100.0 ' 

$454,718 

106.0 

Liabilities 





Preferred Stock 

SI 19,175 

15.4 

% 69.700 

* 15.3 

Common Stock 

130,000 

16.8 

80.400 

177 * 

Funded Debt 

465,870 

60.4 

131,654 

28 9 

Accounts Payable 

13,730 

1.8 

6,297 

1.4 

Loans & Bills Payable 

2.500 

.3 



Other Current Liabilities .... 

11.632 

1.5 

3/241 

7 

Accrued Depreciation . 

5.583 

.7 

58.720 

12.9 

Other Unadjusted Credits 

12,774 

1,7 

542 

,1 

Appropriated Surplus 

2,310 

.3 

92,560 

204 

Profit and Loss 

8,450 

1.1 

11,604 

2.6 

T otals 

$772,024 

100.0 

$454,718 

100.0 

13-3. Class I railways had, 

• 

on a certain date, outstanding securi- 


ties in the hands of the public as follows: * 

Capital Stock . $ 7,001,705,802 

Funded Debt 11 ,340.59 1.537 

Total . <18342 . 297.4 29 

(a) In your opinion did these t figures reveal a satisfactory situa- 
tion for the industry as a whole? 

(bj The total property invest.uu.." * accounts of the roads at the 
time was reported* at $25,714,360,369. How do you account for the 
difference in the total* figures, and does this difference suggest that 
the proportions of capital stock and funded debt may be an incom- 
plete test to use in analysis work? 

(c) Assumin^the correctness of the figures above, would you say 
that the industry is heavily loaded with “watered stock"? 
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Chapter XIV 

14-1. The following is part of the information which is supplied 
by an investment service company to its subscribers in its analysis of 
public utilities. State briefly the meaning of the ratios and terms 
used. 

(a) Current Assets - 4 - Current Liabilities. 

(b) Gross Revenue -f- Net Worth. 

(c) Gross Revenue -4- Fixed Assets. 

(d) Net for Common. 

(e) Net Profit -f- Gross Revenue. 

(f) Net Profit -7- Net Worth. 

(g) Depreciation -4- Fixed Assets. 

(h) Depreciation - 4 - Gross Operating Revenue. 

' (i) Times Bond Interest Earned. 

(j) Times Preferred Dividends Earned. 

14-2. The following items appeared as deferred charges in the 
balance sheets of various public utilities. Do you consider them to be 
proper deferred charges from the standpoint of conventional* account- 
ing, disregarding the fact that the treatment shown may be permitted 
by the regulatory body having jurisdiction? Give reasons. 


1. Abandoned Street Railway Properties $1,432,978 

($747,824 being amortized) 

2. Sundry Work in Progress 37,455 

3. Miscellaneous Items in Suspense . 647,804 

Items being written off over a period of years 
, and charges pending disposition. 

4. Undistributed Clearing Accounts 185,671 

5. Unadjusted Insurance Claims $68,000 

Less: Reserve 24,000 44,000 

6 . Unexpired Taxes . . . 557,332 

7. Renovation Expenses (being amortized) 283,417 

8 . Organization Expense 845,650 

9. Public Service Commission Audit and Appraisal 

Expense — Unamortized . , 417,919 

10. Commission and Selling Expense on Preferred 

Stock 356,413 

11. Transmission Pipe Line Expenditures Being 

Amortized over Life of Gas Contracts 814,160 

12. Unamortized Discount on Funded Debt 167,370 
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14*3' A. The accountants certificate that accompanied the pub* 
lished statements of a public utility company contained the following 

paragraph: 

* • 

The investments \h subsidaries are carried at company’s valuations which 
do not purport to represent realizable values at December 31, 19—, as tb 
which we express no opinion. The corporate deficit as of December 31* 19—, 
was charged to capital surplus at the end of that year in accordance wit' 
approval by stockholders. Interest paid on convertible obligations in 19- 
in the form of Scrip Certificates, aggregating approximately $10,711,000 (of 
which approximately $2,745,000 was applicable to 19 — ) was charged to 
capital surplus. Debt discount and expense on bonds still outstanding was 
charged to capital surplus in prior periods. 

• 

1. These comments were made by the accounting firm 
for what purpose? 

2. Do you have any criticism of the company's method 
of handling the items mentioned? Explain. 

B. The same as A above except that the following is sub- 
stituted for the quoted paragraph: * 1 

The company under the retirement method has provided for retirement 
losses currently realized and in addition has provided a reserve for future 
retirements. This method does not contemplate a full provision for accrued 
depreciation as determined by the age and estimated service life of the 
properties. 

C. Does the following appear to be a sound rule? 

The remaining unamortized expense of issue of the original bonds and the 
expense of the exchange are both expenses attributable to the issuance of 
the new bonds and should be treated as a part of the cost of obtaining the 
loan. They should accordingly be amortized annually throughout the term 
of the bonds delivered in exchange for those retired. 

( Great Western Power Co. of Calif, vs. Commissioner 56 8. ct. 576) 


144 . The asset side of the balance sheets and the statements^ 
income presented below have been taken from the annual report of 
the Laclede Gas Company: 


Balance Caum 

# 

Assets 

Property and Plant: 

Gas Plant 

Lett: Reserve for Retirements 

* 


At September SO, 
1951 I960 


$67,769,857 $59,232,648 
7,316,322 6 ,368,258 

$60,453,535 $52,864,390 
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At September 30, 
1951 1950 


Gas Plant Acquisition Adjustment (cost in excess of 

original cost) Less Amortization $ .3,260,41? $ 3,587,772 

Other Property — Land, at Original Cost ‘ 33,948 33,948 

Total Property and Plant f $6377"47,895 $56 486, HO 

Investments, at Cost or Less $ 4,401 $ — 


Current Assets: 

Cash $ 1,354,282 $ 1,107,069 

Special Deposits: 

For Refunds to Consumers (subject to expenses) — 

contra. ... 2,529,760 2,627,916 

For Payment of Dividends, etc 87,709 445,087 

Accounts Receivable — Trade : 

Gas— Consumers Accounts . 1,316,159 1,153,485 

Merchandise (inc J uding Installments Due after 
One Year) ... 415,980 , , 513,304 

Miscellaneous . . 55,174 91,838 

Les;.: Reserves for Uncollectible Accounts — credit 177,684 151,141 

Inventories at Average Cost : 

Materials and Supplies for Construction and 

Operation 3,006,382 ♦ 1.723,733 

Merchandise for Resale 726,386 429,633 

Prepayments . 82,830 68,587 

Total Current Assets fsMoJU 


Deferred Debits : 

Costs Incident to Change-Over to Natural Gas: 

Conversion of Consumers' Appliances $ 1,092,555 $ 1,792,624 

Loss on Sale of Gas Plant . . 2,044,729 2,044,729 

Una mortized Expense on Long-Term Debt . . 130,423 85,315 

Miscellaneous 105,213 _ 61,137 

Total Deferred Debits $ 3~372,920 $ 3,983,805 

$76.522,294 $68,480^026 

Statements of Income 

Twelve Months Ended 

' September SO, 

1951 I960 

Operating Revenues $28,321,234 $ 20,69832 0 

Operating Revenue Deductions: 

Operating Expenses: 


Amortization of Conversion Expense 700,000 500,000 

Other 6,85Q,087 5,220,782 

Maintenance 1,162,791 794,397 

Notes has e been omitted 
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Twelve Months Ended 
September SO, 

1951 1950 

Provision forTtetiremfcnts $ 1,156,274 $ 1,017,293 

Portion of Loss on Sale of Gas Plant Equivalent to 
Reduction in Income Taxes Attributable Thereto — 314,000 

Taxes, Other than Income Taxes 2,404,599 1. 972700 

Federal, State, and Local Income Taxes 3,120^000 1329,000 

Federal Excess Profits Tax 130,000 — 

Total Operating 'Revenue Deductions $23399,117 $16,758362 

Operating Income $~3340,758 

Other Income or Loss 76,869 33,763 

Gross Income $1~345748 f 3374,521 


Deductions from Gross Income : 

Interest on Long-Term Debt $ 936,667 $ 1,191,063 

Amortization of Expense cm Long-term Debt * 6,003 39,986 

Other Interest Charges . . ... 144,009 18,423 

Portion of Cost of Redemption of Debentures and 
Notes (including unamortized issue expenses) . # 

Equivalent to Reduction in Income Taxes Attrib- 
utable Thereto ... — 71.000 

Interest Charged to Construction— credit 39,125 0,091 

Amortization of Gas Plant Acquisition Adjustment. 314,400 168,000 

Miscellaneous 50,497 48,662 

Total Deductions from Gross Income . $ 1,412,451 $ 1,496,043 

Net Income $1^32797 $~2,478~478 


Notes have been omitted. 

1. How do you account for the fact that the gas plant assets are 
being carried in two accounts'? • 

2. Explain the purpose and significance of the Reserve for Re- 
tirements. * 

3. Compute thef per cent of the provision for retirements for the 
last year to the plant assets as of the beginning of the year. What is 
the purpose of such a computation? 

4. What was the net increase in new plant facilities during the, 
last year? Were any interest charge* included 9 

5. Explain the meaning of the word “contra” in connection with 
the special deposits. # 

6. Is there a reasop for callirig attention to the fact that mer- 
chandise accounts receivable include installments due after one year? 

7 . Is the Deferred Debit— Conversion of Consumers Appliances 
— being written bff by the company? 

8 . Is the loss sale of gas plant amounting to $2,044,729 an 
asset? Explain- 
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9. The auditors* opinion accompanying the statements included 
an exception because of the foss on sale of gas plant and the use of 
the retirement reserve method. Why is thi^ appropriate? 

10. Why was the “portion of loss on sale of' gas plant equivalent 
to reduction in income taxes attributable thereto** charged to ex- 
pense? 

11. Point out differences between the statements shown and those 
of mercantile and manufacturing companies. t 

14-5, Examine the statement below and answer the questions 
which follow. ^Cach question is preceded by a letter which also desig- 
nates the item in the statement to which the question refers. 

BLANK ELECTRIC CORPORATION 
, AND WHOLLY OWNED SUBSIDIARIES 

Consolidated Surplus Account (g) 
f Y'ear 19 — 

Balance, January 1, 19 — $13,497,6MM3 

Deduct, Deficiency of Cash Income for (he Year, per In- 
come Account 2,312,257.68 (a) 

$11485^361.75 

Deduct Losses Realized on Sale of Securities (net), etc. 2,913,228.18 (b) 

$^,272,073^57 

Add: 

Profit Arising from Purchase of Deben- 
tures During Year $800,544.01 (c) 

Credit Arising Through Issuance of 
Common Stock in Payment of In- 
terest on Optional 5M>% Debentures 950.85 (d) 

8 01,494.86 
$ 9,073,568.43 

Transferred to '"Reserve for Contingencies 210,000.00 (e) 

Balance, December 31, 19 — (consisting of balance of credits 

accumulated from valuation of stock dividends received), 

¥ carried to Balance Sheet 8,863,568.43 (f) 

(a) It might be inferred from the words “Cash Income** that the 
income account was prepared on the cash basis rather than the ac- 
crual basis. Assuming that you h&d the Coippany*s Balance Sheet 
and Income Account before you, explain how you would determine 
which basis was used. 

(b) Would you say that this item represents seefirities issued by 

the Blank Electric Corporation? » 

(c) Same as (b) above. 
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(d) Has this item any special significance? 

(e) What is probably the purpose oithis Reserve? 

(f) In you* opiniaji does this balance represent true surplus? Ex- 
plain fully. 

(g) State briefly the purpose of this kind of statement. 


Chapter XV 


15 - 1 . The following condensed statement was prepared 

by the 

bookkeeper of the Duwell Manufacturing Company. 



Annual Statement 


Assets 


Liabilities 


Real Estate 

. $ 70,000 

Capital Stock • 

$100,000 

Cash 

16,000 

Mortgage Bonds 

100,000 

Good Will 

50.000 

Reserves 

23,000 

Equipment 

85 000 

Due Banks 

£5,000 

Inventories 

. . 65,000 

Trade Creditors 

52,000 

Receivables 

48,000 

Surplus 

34,000 


$334,000 


$334,000 


(a) How do you account for the fact that the Cash is less than 
the Surplus? 

(b) What improvements in the form of the statement could you 
suggest to the bookkeeper? 

(c) The directors wish to declare a 10% dividend. Would you 
recommend that it be paid in cash or stock? 

(d) Would you say that the company was over- or undercapital- 
ized? • 

(e) Would you consider the bonds a good investment? 

(f) How would you calculate the book value of <fcaeh share of 
stock? 

(g) Would you rather buy a share of stock than one of the bonds? 
What additional information would you ask for before making a # 
final decision? 

(h) What significant ratios can be calculated from the data 
supplied? 

(i) Indicate which items would be increased or decreased by the 
following transactions: 

(1) Distribution pi a 10% stock dividend. 

(2) Payment of 5% interest on bonds. 

(3) Creation of a $4,000 reserve forbad debts. 
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15*2. Analyze the following balance sheet fully and show your 
familiarity with the application of principles by explaining com- 
pletely the significance of the various ratios obtained. A definite 
decision should be made as to the general credit standing of the 
corporation* 

THE RADICAL CORPORATION 


Balance Sheet, January L 19 — 


Assets 

Liabilities & Capital 

Cash 

$ 85,000 Notes Payable . . . . 

$ 100,000 

Accounts Receivable 

225,000 Accounts Payable 

200,000 

Inventory 

400,000 Other Current Liabilities . 

10,000 

Plant <fc Equipment . . 

750,000 Bonds Payable 

500,000 

Good Will 

600,000 Capital Stock 

1,000,000 

Miscellaneous Assets .... 

40,000 Surplus 

290,000 

■N 

$2,100,000, 

$2,100,000 


Sales for Year $2,000,000 

Cost of Sales 1,200,000 

Net Profit 300,000 

Dividends Paid 70,000 

Terms of Sale “net 30 days” 


(Wisconsin C. P. A. Exam.) 


15-3. Answer the following questions concerning the N. L. S. S. 
Corporation, whose Income Statements and Balance Sheets are 
shown below 7 in condensed form. (Make all calculations to one deci- 
mal place, i.e., to the nearest correct figure for the first decimal 
place, but you need not show your calculations.) : 



First Year 

Second Year 

Net Sales (all qn account) 

Less Cost of Goods Sold 

$750,000 

500.000 

$920,000 

690,000 

Gross Profit 

Less Expenses* 

$250,000 

220,000 

?230,000 

210,000 

Net Profit 

$ 30,000 

$ 20,000 


End 

First Year 

End 

Second Year 

Cash 

Receivables 

Merchandise Inventory (Cost) 

Fixed Assets (Net) 

$ 60,000 

300,000 

120,000 

51030 

$ 70,000 
180,000 
90,000 
530,000 

Total Assets 

$990,000 

$870,000 


* Including $80,000 depreciation for each year. 
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End End 

First Year Second Year 


Accounts and Uptes P^able {Current) $190,000 $100,000 

Bonds Payable (Fixed) \ 200,000 150000 

Capital Stock (Par) 500,000 580,000 

Surplus (Earned) * 100,000 4o!(»0 


Total Equities $990,000 . $870,000 


9 

There was a 10% stock dividend declared and distributed during 
second year. Other changes in Surplus during the second year were 
caused by profits and cash dividends. 

* 

1. What was the amount of funds provided during second year: 

By profits (after adding back nonfund charges)? 

By decrease in working capital? 

By sale of capital stock? 

2. How much funds were applied during the second year: * 

To purchase of fixed assets? 

•To payment of cash dividends? 

To reduction of fixed liabilities? 

3. What is the receivables turnover for the second year? 

4. What is the current ratio at the end of the first year? 

5. What is the average age (in months) of the receivables at the 
end of the second year? 

6. What was the amount of cash received from customers during 
the second year? 

7. What was the cost of merchandise purchased during the sec- 
ond year? 

8. What is the receivables turnover for the first year? 

9. What is the current ratio at the end ol the second year? 

10. What is the average age (in months) of the receivables at the 
end of the first year? 

11. What is the ra£e of gross profit for the first year? 

12. What is the acicHiest ratio at the end of the second year? 

13. What is the acid test ratio at the end of the first year? 

14. What is tlhe rate of ^ross profit for the second year? 

15. If the minimum current ratio permitted is 3 to 1, what is the 
“maximum liJte of credit” at the end^ of the second year? 
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15-4. Data from the annual report of Daystrom, Incorporated 


are summarized below : * 

Consolidated Balance Sheei' 

March 31, 

Assets 1951 1950 

Current Assets: 

Cash $ 1,936,613 $ 2,810 ,054 

U. S. Treasury Savings Notes, Series “D” — at Cost $ 594,657 $ 478,775 

Accounts and Notes Receivable: 

Customers $ 6,787,021 $ 4,690,810 

Others 237,689 171,717 

^ $ 7,024/710^ S 4,862,527 

Less — Allowance for Doubtful Accounts . . . 232,833 244,125 

$ 6,791,877 $ 4^6187402 

Inventories: 

Raw Materials $ 1,422,483 ’ $ 1,237,157 

Work in Process 6,186,430 4,401,121 

finished Goods 2.221,659 2,210,420 

S 9,830,5 72 $ 7,848,698 

Deposits with Insurance Companies, Prepaid Insur- * ' 

ance. Taxes, Supplies, and Other Expenses $ 605,046 $ 630,385 

Total Current Assets $19,758,765 $16.3S6,314 

Fixed Assets: 

Buildings, Machinery, and Equipment . $10,399,340 $ 9,961,588 

Timberland 518.8 45 328,442 

$10,918,185 $10,290^030 

Less — Accumulated Depreciation and Depletion 5,915,905 5,430,458 

$~ 5^002^280 $ 4 859 572 

Land 245,292 201,305 

$jj47j72 $ 5,060 ,877 

Other Assets afd Deferred Charges : 

Cash Surrender Value of Life Insurance Policies . . $ 189,652 $ 172,292 

Sundry Investments, etc. — at Cost or Less . . . 27,393 J 60,568 

.. Other 264,260 120,109 

$ 481,305 $ 352,969 

$25,487,642 $21,800460 


March 31, 

Liabilities 1951 1950 

Current Liabilities: 

Notes Payable to Bank — Due within One Year $ 1,3(^0,000 $ — 

Accounts Payable — Trade, Customers’ Advance 
Payments, Other Accounts Payable, and Accrued 

Expenses . * 3,712,6*7 2,704,406 
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March SI, 

Liabilities 1951 1950 

Federal Ta x$s on Iiicome^Estimated $ 2,928,543 $ 911,225 

Less — U. S. Treasury Savings Notes, Series “D” 

—at Cost . (2,928.543) (911.225) 

Dividend Payable May 15, 1951 and May 15, 1950 468,683 156,022 

Total Current Liabilities . . . ■ $ 5,481, 35Q $ 2,860,428 

Long-Term Liabilities : 

Notes Payable to Bank $ 835,000 $ 1,390,000 

Estimated Federal Income and State Taxes Which 
May Be Payable when Installment Profits Are 

Realized 784,000 520,000 

$ i ,6 i£ooq Vi mm 

Capital 

Capital Stock: 

Authorized — 750,000 Share, Par Value ^10 per Share * 

Issued an*l Outstanding $ 6,249 110 S 6,249,110 

Capital Surplus 2,010*327 2, 0J 0,327 

Undistributed Accumulated Earnings, Since March 

31, 1936: 

* 

Appropriated as Reserve for Replacement of Plant — 300,000 

Unappropriated 10,127.855 8,48 4/29 4 

$177643,731 

Deduct — Capital Stock in Treasury — at Cost 

(none in 1951 ; 824 shares in 1950) — - 13,999 

^18^387,292 $17,029,752 
$25,487^642 $21,800,160 


STATEMENT OF CONSOLIDATED EARNlNGS 

Fiscal Year Ended Match SI, 


1951 * 1950 

Net Sales . . ‘ $42,^)7,508 $32,76o.203 

Other Income: 

Interest. Earned ... 323,331 316,882 

Discounts, Royalties, Commissions, and Other » 

Income . . • 635,46 5 487,680 


$43,356,304 *$33,567,763. 


Deduct: 0 

Cost of Goods Sold k J 

Selling, General, and Adfninistrative Expenses 
Interest Expense . . .. 

Discounts Alloyed 

Other Expenses and Losses^ 

s 

Earnings before Federal Taxes on Income . 


28,940,933 23,988,079 

8,585,943 7,264.109 

174,193 168,105 

150,298 127,366 

72,606 190,968 

$37,923^973 $31 738,62 7 
$^43233T $ 1.829, 136 
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Federal Taxes on Income— Estimated : 

Normal Income and Surtax 

Excess Profits Tax 

Net Earrings 


Fiscal Year Ended March 31, 
1951 1950 

. . . ft 2,604,000 $ 055,000 
... 392,000 — 

$ 2,996,000 $ 655,000 

. . $ 2,436,331 $ 1,174,136 


Noth: Depreciation and depletion included above in the determination of net earninga 
aggregated $730,558 for the 1951 fiscal year and $708,565 for the 1950 fiscal year. 

1. Complete the following “highlights”: 


Dividends Declared 

Dividends Declared per Share 
Net Earnings per Share 
Number of Shares Outstanding 

Book Value per Share 

Net Working Capital .... 

Current Ratio 

Per Cent of Gross Profit . . . 

2. Does it appear that the shares outstanding March 31, 1951, 
were outstanding for the entire year ended on that date? 

3. Compute for both years the days’ sales outstanding, and the 
per cent of discounts allowed to net sales. 

4. What working capital items increased and do the increases 
appear normal? 

5. Why is it that cash decreased over $800,000 although the 
earnings for the same period were more than $2,400,000? 

6. An accompanying note states that accounts and notes receiv- 
able include contracts maturing monthly within one to three years. 
The estimated income taxes that may be payable when installment 
profits are realized is not classified as a current liability. Comment. 

7. How many Treasury Savings notes did the company own on 
March 31, 1951, and are they properly exhibited in the statement? 

8. What is the significance of the undistributed accumulated 

earnings being dated? „ f 

9. The cost of treasury stock is deducted from the total of capi- 
tal and surplus. In what other way is it commonly shown? 

10. Prepare a statement of unappropriated undistributed accumu- 
lated earnings for the year ended March 31, 1951. 

11. Of what value to'the analyst is the information cbout depre- 


Year Ended March 31 
1951 1950 

$1,092,770 $624,087 

1.75 a. 00 



PROBLEMS 653 

ciation and depletion contained in the note to the earnings state- 
ment? The depletion is applicable lo what asset? 

12. Are the i fprm&* of the statements similar to those commonly 
used in annual reports of corporations? Comment. 


Chapter XVI 

16 - 1 . 

BLANK MINING COMPANY 
Profit and Loss Statement 
December 31, 19 — 

Gross Returns from Ores Shipped to Smelter . . 
Deduct — Metals in Process (estimated) 

Gross Shelter Returns Accounted for . 

Deduct — Mining Costs and Expenses: 

Labor and Materials, Mining 
Labor and Materials, Repair, Betterments 
i Insurance — Fire Liability 
Taxes— State, City, County 
Dismantling and Moving Unused Property 

Balance 

Add — Miscellaneous Items : 

Receivership Costs and Expenses 
Legal, Traveling. Auditing 
Transfer Agents and Reg trai» 

Depreciation 

Total 

Deduct : 


Miscellaneous, Income $ 5,363.52 

Interest ‘23,073.16 28,436.68 


Balance $134,31098 

Deduct — Metals in Process (above) 75,2 03 42 

$ 59, J 07 .56 


The above statement, accompanied by an accountant’s certificate,, 
was published in, the annual report of a certain mining company. 
Shortly thereafter a lprge city' newspaper ran an article in the finan- 
cial section stating that the company ‘‘shows a balance after deduc- 
tion of all charges, of $59,107 for the year.” 

(a) What*criticism „r other comments have you to offer? 

(b) Recast Che statement in more intelligible form. Segregate non- 
operating^tems and show after .computing ordinary gain or loss. 


. . . $ 67 .667 .45 

. ... 11.790 97 

3.806.74 

30,388 03 113.653.19 

.... " 8162747 .66 


$118,731.72 

75,2 03:42 

$343.5^8.30 


$171 ,937.16 ’ 

189,053.23 
22.209.62 
2.971 41 

0,451.35 392,622. 77 

$ 49,094 47 



654 


PROBLEMS 


Assume that the following amounts are nonoperating: $6,451.35 
$67,667.45 $3,806.74 $5,363.52* $23,073.16. Also assume that the 
initial inventory and the final inventory werg eq^il ($75,203.42). 

16 - 2 . The D/iep Well Oil Company published the following as a 


balance sheet: 



1. Capital Stock Authorized . . . 


* . . $110,000.00 

2. Capital Stock Unissued 


.... S 99,399.70 

3. Preferred Stock Subscribed 


100.00 

4. Subscriptions Receivable . . 


75,000 

10. Oil Leases r . , . 


9 999 97 

12. Preorganization Expense . . . 


. . . 470.00 

13. Incorporation Expense 


55.70 

14. General Expense r 


. . . 75.33 

15. Office Expense 

T 

. . . 87.65 

16. Field Expense . . . 


75.00 

30. W. BM,add 


171 22 

31/ C. B. Garnett. 


75.00 

32. H. C. Beeler 


75 00 

Cash 


182.87 



$110, 42 1 22 $110,421.22 


Criticize the statement. 


16 - 3 . A mining company shows the following balances: 


Unappropriated Surplus 

Sinking Futid Reserve 

Reserve for Depiction 

Reserve for Possible Uudordepletion 


$125,000 00 

50.000. 00 

80.000. 00 
25,000.00 


The Sinking Furyi Reserve has been created in accordance with the 
agreement with the bondholders of the company There is only one 
class of stock outstanding. Assuming that there are no net worth 
accounts, other than those listed above, state what amount is legally 
available for dividends. 


16 - 4 , The directors of the D Mining Compafiy plan to issue 
bonds of the company in order to raise needed* ffinds. They wish to 
state in a circular advertising the bonds the amount of “net profits 
available for interest charges/' They want to know if depletion must 
be deducted before such a statement can he ptoperly made. 

Write a letter to the directors advising them what tlTe proper treat- 
ment would bo, giving reasons for your opinion. 
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16 - 5 . There is considerable variety in the accounting for deple- 
tion in nonferrous mines. In one case the following note to the finan- 
cial statements explained the company’s depletion policy: 

“Depletion of metal mines charged to surplus is on the basis units 'old. 
The unit rates used are based on the mine values shown m the consolidated 
balance sheet and estimated ore reserves applicable thereto Depiction used 
in estimating Federal taxes on income has been computed on a statutory 
basis and differs frbm the amount shown m these accounts” 

1. Suggest other methods of accounting for depletion. 

2. Explain briefly the computation of depletion on the statutory 

basis for Federal income tax purposes. - 


16 - 6 . The Dark Coal Corporation has the following balance sheet 
immediately after organization: 


Asset h 

Case (/) 

Case (£) 

Net Worth 

C nsc (1]> 

Case ( 2 ) 

Coal Land** 

500,000 

600,000 

Capibil .Stock 

550,000 

800.000 

Other Assets 

100.000 

300,000 

Surplus 

50,000 

100,000 

Total 

000 000 

900.000 

Tnlid 

600.000 

900000 


It was estimated that there were 2 , 000,000 tom of coal in the lands. 
During the first year of operations, 400,000 tons were mined at a 
total mining cost (excluding depletion) of SI, 800, 000 Selling and 
Administrative expenses totaled $300,000 for 300,000 tons sold at a 
price of $8.00 per ton. a condensed balance sheet of the com- 

pany at the end of the year (assuming no liabilities). 


16 - 7 . Early income tax laws a n d Supreme Court decisions did not 
allow companies to deduct depletion in computing taxable net in- 
come. That depletion has attained recognition is evidenced by the 
following statement made in 1927 by the Supreme Court in IT. S. v, 
Ludey, 274 U. S. 295, page 302: • 

The depletion charge permitted’ a? a deduction from the gross income in 
determining the taxable income of mims tor any year represents the reduc* 
tion in the mineral contents of the reserves from which the product is taken. 
The reserves are recognized as wasting assets, 1 he depletion effected bv 
operation is likened to the using up of raw material m making the product 
of a manufacturing establishment. As the cost of the raw material mutt, he 
deducted frolh the gross income before the net income can be. determined, >o 
the estimated cost of the part of the reserve used up is allowed. The fact 
that the rcservf is hidden from sight presents, difficulties in making an esti- 
mate of ttfie amount of the deposits. The actual quantity can ra,cy x. 
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measured. It must be approximated. And because the quantity originally in 
the reserve is not actually known, the percentage of the whole withdrawn in 
any year, and hence the appropriate depletion charge* is necessarily a rough 
estimate. But Congress concluded, in the light of experience, that it was 
better to act upon a rough estimate than to ignore the fact of depletion. 

(a) Do you believe that the above is a good statement of the 
nature of depletion? 

(b) Some have*said that depletion is similar to depreciation, while 
others have said that it is more like a gradual sale of an interest in 
property. Which one of these theories is supported by the decision 
quoted? 

(c) The term “reserve” is used in many different ways in account- 
ing. W T hat is the meaning of “reserves” as used above? 

(d) Because, as stated, the depletior charge is necessarily a rough 
estimate, there are some who maintain that the annual provision for 
depletion should be in excess of that which would be obtained by 
using estimated quantities. Do you agree with this position? 


Chapter XVII 

17-1. A certain writer accounts for the main items in a bank's 
statement in the following manner. Study carefully the various steps 
and assumptions made and explain why you agree or disagree. 

Many people think that a bank is simply an institution with some capital 
subscribed by stockholders, which invites 1 the people of the community to 
deposit with their surplus cash; that this cash constitutes the total deposits 
of the bank, and that it is lent to other people in the community who can 
use it to advantage when otherwise it would lie idle. The picture is not quite 
so simple. On the other hand, it is by no means as mysterious as some 
suppose. 

Imagine a new farming community in a cattle range section of the United 
States, which has no bank and decides to establish one. Leading representa- 
tive^ of the community, which we shall call RangerviUe, get together and 
Contribute $100,000 as capital for such an institution, putting up cash. The 
citizens of the community give the bank a 4 send-off by depositing $400,000, 
their entire savings, also in cash. The balance sheet of the new bank at this 
stage would stand as follows: 

Assets Liabilities 

Cash $500,000 Capital . $100,000 

Deposits > 400,000 

$500,000 Total !. $500,000 


Total 
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. . . But the bank knows— as the goldsmiths discovered hundreds of years 
before — that it does not have to keep ^11 the money deposited with it, for all 
depositor do not call for their money at one time. Moreover, if one depositor 
makes payment to another bank by cheek, the person receiving the check 
usually is satisfied to redeposit it in the bank. Actual withdrawals of * ash 
and deposits of cash likewise tend to equalize one another. 

The bank, therefore, decides to lend half the cash deposited with it to 
members of the community with good security to offer. 

. . . Now assume that the borrowers take the cash from* the bank, spending 
it in the community in wages, in buying cattle, m numerous other ways. 
Then assume that those with whom they spend it, finding themselves with 
more cash than they had before, decide that they, too, will become bank 
depositors, and promptly bring back the $250,0CK) to the bank The balance 
sheet now assumes the following form: 

Assets Liabilities 

Cash $500,000 Capital $l6o,000 

Loans 250,000 Deposits .* 650,000 

Total $750000 Total * $750000 

Here is something new in the situation. There is an expansion of the bank 
figures on both sides of the balance sheet. The community is now' using 
$750,000, whereas there was only $500,000 altogether in the town when the 
bank opened. Through its ability to create credit the bank har. made it pos- 
sible for money to increase its usefulness by fifty per cent 
As a matter of fact, it seldom happens that the borrower withdraws his 
loan in cash. What usually happens is that he simply receives a deposit 
credit for the amount borrowed against which credit he can draw checks at 
his convenience. The effect on the balance sheet is the same in either case. 


17-2. Prepare a statement of condition of the Fariners t Bank from 
the following figures (Surplus must be supplied.): 


Capital Stock 

Undivided Profits 

Collateral Loans 
Cashiers Checks 
U. 3- Government Securities 
Dividends Unpaid 
Savings Deposits . . — 

Savings <5ash * 

Savings Se Amities 
Savings Loans— Real Estate . 
Savings Loans- Collateral 

Bilk? Discounted 

Demand Loans* 

OvercUCifts 

GAer Securities *• 


$ 500.000 
111,278 
4,335,442 
100,589 
1^9,530 
120 
3,569,219 
189,663 
1,111,605 
1,914,050 
353,901 
7,297,970 
484,725 
2,793 
1,249,835 
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Banking House $ 500,000 

Certified Checks t 217,546 

Trust Deposits 214,721 

Reserved for Interest, Taxes, etc . #*' 97,45S 

Due to Banks and Bankers 277,315 

Cash on Hand - 387,213 

General Deposits 9,476,593 

Certificates of Deposit 4,421,543 

Due from Reserve Agents 1,429,640 

Due from, Banks and Bankers ' 73,820 

Checks and Exchanges . .... 252,234 


(Adapted from Conn. C. P. A. Exam.) 


17-3* The following information is obtained from the books of 

a bank: 



, f 

January 1 

December SI 

Total Resources .... 

$825,000 

$9g3,000 

Total Deposits and All Other Liabilities 

765,000 

913,200 

Outstanding Shares of Stock 

400 

410 

The stock issued during the period was sold at par ($100) 


Dividends amounting to $0,000 were paid in September. 

# 

Prepare a statement showing the profit 

or loss for the year. 

17-4. From the following condensed 

statements 

of condition 

determine which bank is in the stronger financial position and ex- 

plain why? 




First 

Second 

Ansels 

National 

National 

Cash and Due from Banks 

$ 393,266 

$ 231,742 

IT. S. Government Securities 

328,382 

216,200 

Other Securities 

40,108 

50,640 

Stock in Federal Reserve Bank 

3,150 

3,000 

Loans and Discounts 

589,762 

749,635 

Banking House 

15,213 

120,320 

Customers' Liability on Acceptances 

16,111 

15,976 

Oth ej’ Assets 

. . 3,938 

32,321 

Total 

... $1,389,950 

$1,419,834 

° IAabiiities 



Capital Stock 

... $ 50.000 

$ 60,000 

Surplus * . . . 

5.?,000 

10,000 

Undivided Profits 

... * "14,579 

5,118 

Deposits 

... 1,241,432 

1,320,008 

Reserves for Taxes <fc Other Expenses 

5,949 

4,278 

Acceptances Outstanding (Net) 

18,111 

# 17,280 

Other Liabilities 

. . . ' 4,879 

3,150 

Total ■ 

$<389 95& 

_ $1,419,834 
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17 - 5 . The following statements were taken from a financial re- 
port of the Marine National Exchiffoge Bank of Milwaukee: 


Comparative Operating Earnings 


Interest Earned: 

1951 

1 yaO 

Loans and Discounts .... 

$ 860,166 

$ 616,975 

Mortgage Loans 

469.640 

409.715 

Securities 

90S 945 

913,238 


2,239.751 

1 ,939.928 

Other Operating Income ... 

420,932 

427.327 

Gross Operating Income 

2,6^0,683 

2,307,255 

Interest Paid 

165,910 

158,901 

Federal Deposit Insuiance Assessment 

35,468 

81,342 

Taxes Other 'Phan On Income , 

• 28,966 

29,385 

Other (Operating Expenses 

1,381,127 

1.305.233 

Total Operating Expenses Excluding Income Taxes 

1,611.771 

* 1.574 861 

Net Operating Income Before Income Taxes 

1,048.912 

792,394 

To Tax Reserve for Bad Debts 

187,471 

— 

Pr&vision for Income Taxes 

330.000 

175,000 

Net Operating Income 

531,441 

’ 617,394 

Reconcilement of Undivided Profits 


Undivided Profits — December 30, 1950 


$2,488,931 

Add : 

Net Operating Income 

$ 531,411 


Net Nonrecurring Credits After Taixe 

Deduct : 

214,651 

746,092 
• $3/235,023 

Transfer to Surplus ... 

$1,500,000 


Dividends Declared 

264,000 


Tc* Bond Valuation Reserve from Security Profits 

202,581 

1,966,581 

Undivided Profits— -December 31, 1951 


1,26&442 


Capital Funds (Per Statement of Condition) 

Capital Stcfck $2,200,000 

Surplus > 5,300,000 

Undivided Profits 1,268,442 

1. Assuming that th~ figures presented are fairly representative 
of banks in ggperal, what is the main source of income to banks? 
The chief ^upense 
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2. Why is the interest income so much greater than the interest 
expense? 

3. Why was the 1951 net income lower than the 1950 net income? 

4. State the one outstanding difference between the operating 
statements of banks and those of merchandising and manufacturing 
concerns. 

5. Is it customary for banks to publish their income and expenses? 

6. What was the rate of dividends paid on par ^alue during 1951? 

There are some who explain the high rates of dividends possible 

in the banking business by saying that for each dollar received on 
deposit the bank can expand its interest-bearing assets about ten 
dollars. From your study of the figures above would you say that 
&igh dividend rates may be accounted for otherwise? 

7. Is it unusual for banks to have such a large surplus compared 
with capital stock as that shown above? Would it be unusual for 
industrial companies? 

8. Why is the Surplus balance a round amount? 

9. Study the statement Reconcilement of Undivided Profits. 

(a) This corresponds to what statement used by merchandising 
and manufacturing concerns? 

(b) What transactions are probably included in Net Nonrecurring 
Credits After Taxes? 

(c) Explain the nature of the bond valuation reserve amount of 
$202,581 . Would you expect this reserve to appear in the asset section 
of the bank's statement of condition? 


Chapter XVIII 


18-1. Which of the two life insurance companies below shows the 
better financial position? Give reasons for your conclusion. 


Assets 


A D 


U. S. Government Bonds 

Other Bonds 

Preferred Stocks 

Mortgage Loans 

Real Estate 

Policy Loans 

Cash 

Other Assets 


$ 413,990 

$ 241,910 

1,373,540 

1,329,090 

46,380 

126,350 

1 '263,570 

255,480 

36,960 

162,120 

83,460 

135,740 

31,100 

40,670 

42,220 

67,590 


Total > $2,291,220 . $2,35 8,950 
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Liabilities A 

Reserves for Insurance and Annuities . . . ^ . $1,768 510 

Present Value of Policy Proceeds being Settled 

under Interest Options r . 300,480 

Dividends Payable V 52 790 

Policy Claims 11,960 

Other Liabilities g 470 

Contingency Reserves : . . 14,700 

Unapportioned Surplus .... 134 310 

Total • . * $2^91 22Q 


B 

$1,924,090 

280,340 
48,780 
12, 10C* 
12,540 
8,130 
72,970 
$2 358 050 


18-2. The following information 

was taken 

from the balance 

sheets of a life insurance company that does not publish a statement 

of income: 

December 31 


Preceding • 

Cw rent 

• 

Year 

Year 

Capital and Surplus Funds: 



Capital Stock 

$ 400.000 

$1,000,000 * 

Surplus 

1,690,555 

1,241,713 


« 

The capital stock has a par value of $10 per share. During the 
year the company declared and distributed a stock dividend of 150^ 
and paid a cash dividend equivalent to $0.36 on the new capitaliza- 
tion. Compute the net income per share on the current capitalization. 


18-3. A life insurance c f mpnny shows the following items in its 
published annual statement: 


Income (Receipts) during the Y ar . . $23,250,000 

Disbursements for the Year 18,400,000, 

Ledger Assets at the Beginning of the Year 75,500,000 

Nonledger ’Assets at the End of the Year . , ^3,800,000 

Nonadmitted Assets at the End of the Year 490,000 

Total of Liabilities and Paid-Up Capital at the 
End of the Year 78,430,000 


What is the; total admitted surplus at the end of the year? 


18-4. A casualty insurance company showed the following items 
in its annual report: % • 


InUuU and Rents 

Received during tty* Year 

Due and Accrued December 31 of Previous Year 

Due and^fccrucd December 31 of Current ^ ear 


357,013.11 

110,304.15 

132,407.64 
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Underwriting Expenses 

Paid during the Year r $3,367,237.18 

Unpaid December 31 of Previous Year 398,607.09 

Unpaid December 31 of Current Year 537,065.00 


Prepare statements showing the interest and >*e nts earned during 
the year and the underwriting expenses incurred during the year. 

18-5. The annual report of a life insurance, company contained 
the following statement: 

Bonds are carried on the books on what is termed the amortization basis, 
which produces a fixed rate of income throughout the term of the bond. This 
involves an adjustment in the book viihi$» each year — in some eases an in- 
crease, in other cases a decrease. The Company has also made a practice, 
in compliance with conservative principles, of marking down real estate 
values by an annual appreciation charge even though the market value may 
be greater. 

(a) Illustrate with assumed figures the amortization basis of 

carrying bonds and explain how this method produces a fixed rate 
of income. * 

(b) Do you consider the amortization basis a good method for a 
life insurance company to follow in valuing its bonds? Give reasons 
for your answer. 

(c) In your opinion, is the company overly conservative in charg- 
ing off depreciation on real estate where the market value is greater 
than the resulting book value? 


18-6. Comment on the following: 


INSURANCE 

2 COMPANY 


Condensed Statement as of 1)e< 

'EMBER 31, 19— 


Income 

Total Assets at Close of Previous Year 


$117,967.26 

Total Income for Year 19— 


28.994.39 


(Red) 

$146,961 .65 

Disbursements 

Losses A Loss Adjustment Expenses 

5 10.890.70 


Management and Directors’ Fees 

6.000.00 


Printing, Advertising, Office Expense .... 

5,748.19 


Car Account and Establishing Agencies . 

1,231.14 


Auto Purchase Account . . 

1,8*5.00 


Agency Commissions 

5,563.55 

S 3IVM8.64 
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Assets 

Reserve for Losses * $ 10,193.83 

Reserve for Unearned Premiums . 9,874,60 

Reserve fQi*Securit%Valuk Fluctuation 8,500.00 

Bills Receivable (ri&nadmitted) 15,668,93 

Surplus 71,475,65 

$H57lToV 

(Red) $148,961.65 
(Statement issued by a small insurance company) 


Chapter XIX 

* 

19 - 1 . (a) A holding company purchased 75% of the stock of a 
subsidiary company, paying $130,000.00 for it. The subsidiary had a 
capital stock of $100,000,00 and a surplus account of $40,000.00. At 
what amount should the minority interest and the* good will appear 
in a consolidated balance sheet to be made immediately eiter the 
purchase of the stock? • 

(b) State the amount of good will and minority interest in 
a consolidated balance sheet prepared at the end of the year if dur- 
ing the first year after purchase the subsidiary makes a profit of 
$10,000.00. Assume that no dividends are distributed by the sub- 
sidiary. If only the holding company balance sheet is prepared, at 
what amount will the investment in the subsidiary be carried? 

19 - 2 . A parent company acquired 80% of the stock of a sub- 
sidiary company at a cost of $150,000.00. Shortly thereafter the 
subsidiary distributed a dividend of $20,000.00. At the end of the 
year it reported a profit of $12,000.00, The parent company shows 
$18,000.00 income from the subsidiary in its profit and loss state- 
ment for the same period. Is the parent company’s statement of 

income correct? Explain. 

• 

19 - 3 . The S company has capital and surplus of $60,000.00 md 
$30,000.00 respectively. All of its stock is purchased by t % he H com- 
pany for $80,000.00. Suggest several ways of showing the excess r>f 
book value over the purchase price on a consolidated balance sheet. 

19 - 4 . Company S lias 3,000 shares of stock outstanding, 2,700 
shares being owned by the H company. A consolidated statement is 
prepared at a*time whep the inventory of company $ contains goods 
sold to it by the H company at a profit of $6,000.00. How would you 
show the ip^fitory on a consolidated balance sheet? 
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19 - 5 . Explain the meaning of the following item listed as an asset 
by a holding company: 

Company’s proportion of undistributed surpluses 
’(less deficits) of subsidiary companies from all 
sources (inclusive of $1,750,070.18 special sur- 
plus reserve transferred by one company from 
replacement reserve) .... 155,501 ,518.79 

Deduct surplus of .subsidiary companies at respec- 
tive dates of acquisition ... 18,938,680.74 136,622,838.05 


19 - 6 . The P Corporation has made substantial advances of cash 
'to S Corporation, its wholly owned subsidiary. S uses some of the 
ca^h to purchase a b!ock of P Corporation stock in the open market. 
S also issues some of its own stock, which it sells to P, using + he cash 
received to repay the advances received from P. 

' You are to give your opinion of each of the following practices: 

(a) The stock of P owned by S is shown as an “Investment’ v on 
the consolidated balance sheet of P and $. 

(b) Dividends on the stock of S are shown as a nonoperating in- 
come on the income statement of P. 

(c) The total of dividends declared but not paid on the stock of 
P are shown as a current liability on the consolidated balance sheet 
of P and S . 

(A. I. A. Exam.) 


19 - 7 . The Holding Company purchased 90 per cent of the com- 
mon stock of th? Subsidiary Company to which it had previously 
made a loan of $100,000. Present a consolidated balance sheet as of 
the date of acquisition from the following statements prepared as 


of c *the same date: 

i Holding Company ^ 

Miscellaneous Assets $140,000 

Investment in Subsidiary Co t 260.000 

Advances to Subsidiary Co. . . • . 100,000 

Total assets .* $500,000 

Liabilities $150,000 

Capital Stock * ^25,000 

Surplus 125,000 

Total Liabilities and Capital IePQjOOO 
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Subsidiary Company 


Total assets • $400,000 


A8vances*from "Holding Co $100,000 

Other liaB^ities 50,000 

Capital stock 150,000 

Surplus 100,000 


Total liabilities and capital *$400,000 


19 - 8 . The following information was taken from the Bell System 
Consolidated Balance Sheet: 


Capital Stock: 

American Telephone and Telegraph Company : 
Common Stock — Par Value 
Premiums on Capital Stock . • 

Capital Stock Installments * 


December 31, 
1950 


$2,861,595,600 

626,252,091 

123,821*900 


Subsidiaries Consolidated — stocks hekl by public: 
Common Stock 
Preferred Stock . . 

Total Capital Stock 
Funded Debt: 

American Telephone and Telegraph Company: 
Convertible Debentures 
Other Debentures 
Subsidiaries Consolidated 

Total Funded Debt 


109,829 ^00 
17,904.300 

$3,739~403T091 


$ 444,954,000 

1.440.000. 000 

1.748.000. 000 

$3^327954,000 


* Installment payments by employees and interest credited thereon. 


List the above items in the order in which they would be paid, 
assuming complete liquidation of the parent and subsidiary com- 
panies. Failure to convey a clear picture of the priority of the various 
interests has been said to be a shortcoming of the consolidated 
balance sheet. Do you agree? 


19 - 9 . 

STATEMENT OF CONSOLIDATED UNAPPROPRIATED EARNED 
SURPLUS APPLICABLE TO AMERICAN TELEPHONE AND 
TELEGRAPH COMPANY STOCK— YEAR 1950 


Balance — December 31, 1949 $340,087,915 


Net Income Applicable to A. 1 . A T. Co. Stock $346,962,051 

Transferred from Earned Stirplus Reserved — Net - 532,775 

Profit on Sales Securities 4 

AdjustmenLdrTax Accruals for Prior Years 2,792,576 
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Miscellaneous Additions . S 791,681 

Total Additions '* $354,457,066 

Dividends on A. T. & T. Co. Stock '. .. *$248,270,460 

Amortization of Telephone Plant Acquisition Adjustment f- 707,812 

Organization and Capital Stock Expense Charged Off 1,603,095 

Net Loss on Sales of Property and Abandoned Projects 707,408 

Miscellaneous Deductions r 105,729 

Total Deductions $251,394,504 

Balance— December 31, 1950 ' $443,150,466 


1. Why does the title of the statement contain the words “Appli- 
cable to American Telephone and Telegraph Company Stock”? 

2< Are gains and losses on disposal of securities and other assets 
normally shown in surplus statements? 

3. Describe the “Amortization (if Telephone Plant Acquisition 
Adjustment” item. 

4. Would good accounting practice require that “Organization 
a'nd Capital Stock Expense” be charged off? Explain. 

5. Contrast the form above with the following taken from the 
balance sheet of the American Telephone and Telegraph Company: 

December SI 
1960 ioiq 

$ 260398 ; 

$286,802,293 
493,959 
$287,296,252 
$248,270,460 
944,115 
$249,214,575 
$ 38,081,677 


Unappropriated Earned Surplus 

Analysis of change during 1950 : 
Net Income ... 
Miscellaneous Additions 
Total Additions . . 
Dividends Declared 
Miscellaneous Deductions 
Total Deductions . . . 
Net Increase 


19-10 

UNITED STATES FOIL COMPANY 
Balance Sheet 
December 31/1950 
Assets 

Cash 

Receivables : 

Dividend ($8,786), and Accounts ($8,803) Receivable 
from Subsidiaries; and Sundry 


t 118,785 
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Investments*: 

In Subsidiaries: 

Reynolds Metals Cop pany— -Common Stock— at 

cost (quoted nljrket price $30,073,120) $3,568,930 

Eskimo Pie Corporation: 

Capital Stock — at written-down amount 
(quoted market price $843,869) .... $1,028,010 

Notes Receivable: mortgage (first — 6% 

— past due) $7(^000; unsecured (5%) 

$100,000 170,000 1,198,010 

Other : 

Capital Stocks, at Cost, after Deduct- 
ing Interest Received from Stock 
Equity (market quotations not avail- 
able) — $943,469 ; note receivable (59c 

— unsecured) — $14,000 957,469 

Total Investments in Subsidiaries • $5,724,409 

In Conunon Stock of Robertshaw-Fulton Controls 
Company (affiliated company) — at cost (quoted mar- 
ket. price $82,500) 42,778 

In capital Stocks of Other Companies, Not Affiliated 
-*-at Cost (quoted market price $308,288) 484,869 

$6/252,056 

Less Allowance 700,000 5,552,056 

$ 5,689,06 9 

Liabilities 


Accounts Payable and Accrued Expenses 
Federal and State Taxes on Income (estimated) 
Dividend on Preferred Stock (payable January 1, 1951) 
Capital Stock and Surplus: 

Capital Stock: • 

Preferred 7% Cumulative, $100 par value (liquida- 
tion value $100 per share; redemption value $110 
per share; phis, in each case, accrued dividends): 
Authorized 15,000 shares; issued and outstanding 
6,771 shares, after deducting 3.729 shares in 


* treasury $ 677,100 

Common, Class A, $1 par value: 

Authorize^!, issued, and outstanding 60 000 shares 60,000 

Common, Class B, non-voting, $1 par value. 

Authorized 600,000 shares; issued and outstanding 
598,092 shares* after deducting 1,900 shares in 
treasury . . 598.092 

Total Capital Stock • * $1,335,192 

Capital Surplus (no change during 1950) 1,069,191 

Earned Surplus * 3,211,452 


8,057 

53,328 

11,849 


5,615,835 

$5, 689,069 


Notes haveHreen omitted. 
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1. Compute the liquidating value per share of the common stock 
based on the following assumptions: 

(a) That quoted market prices reflect .present realizable 

values. jr* 

(b) That Class A and Class B stock are the same except for 
voting rights, 

2. The market value of U. S. Foil B stock an December 31, 1950, 
was approximately $29.00. Compute the per cesit of discount from 
liquidating value and give a possible explanation for such a discount, 

3. Explain what changes would take place in the statement if a 
consolidated balance sheet were prepared. 

4. How would you account for, in this case, the distinction be- 
tween “subsidiaries” and the “affiliated company”? 

5. Would you expect the income statement of the company to 
show dividends only from subsidiaries or its share of their net earn- 
ings? 



Miscellaneous Problems 


M-l. A certain Jomt-stock land bank, in one year, sold lands for 
$1,090,901, which were carried on its books at $1,828,658 The book 
figures represented original loans plus costs of foreclosure During 
the same year it bought and retired $2,381,000 m tace value of its 
own bonds Assuming that the bonds were purchased at an average 
price of 50 per cent of par, did the bank better its financu* I portion . 
by these transactions? 

t 

M-2. The statements and questions presented below all pertain to 
savings and loan associations » 

(a) The following condensed leport was presented by an associa- 
tion. Comment on the form and content*- 

THE SAFEWAY .SAVINGS & LOAN ASSOCR I ION 


Promt and Loss Account 
December 31, 19 — 

Expenses 


lnlei e^t Paid 

$ 32 50 

Dividends Paid 

2 41S73 

Cash Over and Short 

329 00 

Other Expenses 

1 927 81 

Advertising 

180 00 

Repairs 

322 84 * 

Legal • Rebel ve 

400 00 

Undivided Profits 

* 130 00 


$5,840 88 

Receipts 


Interest 

$3 260 42 

IJents 

1,760 20 

Fines 

73 06 

Profit on Sale of Real Estate 

417 90 

Cash OVer and Short , 

32930 

• 

$5,84088 


(b) Explain the following statement: 

It is m the order of listing of Liabilities and Ownership Equity that the 
Standard FormJEteports digress materially from the "common rule" order of 
listing A MPWW of the items as listed in the (Statement of Condition) 
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discloses that those items representing ‘'Ownership Equity/ 1 namely Share- 
holders 1 (Capital) Accounts and© Reserve (earmarked net ownership) 
Accounts have been widely separated and the ^lirect^Liability accounts 
interj>osed. ?. 

#> f 

(c) Why does the Statement of Condition always balance? ’ 

(d) What is the Statement of Undivided Profits, and what is its 
purpose? 

(e) For what main purposes are financial statements prepared by 
savings and loan associations? 

(f) What suggestions have you for making financial statements of 
savings and loan associations more readily understood by the lay- 
man? 

(g) A savings and loan association showed the following item in its 
statement of condition, RESERVE .FOR INCOME COLLECTED 
IN ADVANCE, together with an explanatory note that “This is a 
reserve, account which substantially strengthens the Association.” 
How does this account strengthen the association? 

(h) Which is ordinarily a good sign: a high or low percentage of 
reserve for uncollected interest to mortgage loans? Explain the reason 
for your answer. 


M-3. Comment on the following statements taken from the 
sources indicated: 

(a) “To say: The company made $10,000,000 but had to spend 
$8 ,000,000 of it for taxes, is much# better than: We were soaked 
$8,000,000 for taxes but managed to hang on to $2,000,000 anyhow." 

“Tfie balance sheet has to come in, of course, and the operat- 
ing statement wit Ij it. But make sure that auditors’ explanations are 
brief and understandable, or relegate them to a separate page which 
the readers can easily skip.” * 

• “Give enough figures. No stockholder on earth can tell any- 
thing ahout # a company unless he has an analysis of reserves.” 

• “Companies: Pep Up Your Annual Reports!” Forbes. 

(b) “Why did the company, in which I hold common stock, 

cut off the dividend? Its latest report shows a lafge surplus, so why 
doesn’t it give some of that money to its stockholders now, when 
they need it most?” The Chicago Tribune. 

(c) “The stockholders are not entitled to & division of the profits 
until all the debts have been paid.” 94 Kan. 370, 146 JJac. 1014. 

(d) “Nor can an insolvent corporation lawfully decide and dis- 



PROBLEMS 671 

tribute a dividend since it cannot have any surplus or net earnings 
as long as it is unable to pay its debts.*’ 11 Oa. 440. 

(e) “Money capped as interest, however well secured, or certain 
to be eventually p«wd, cannot in fact be distributed as dividends to 
stockholders, and does not constitute surplus profits." 72 Cal 199 ’ 
13 Pac. 498. 

(f) “Despite the wave of strikes most companies manage to make 
money — if not through operations then by bookkeeping.” A daily 
newspaper. 

(g) “The Peoples Gas Light & Coke Co., which serves Chicago, 
last night announced a Thanksgiving present to its stockholders of 
a value of nearly $3,500,000. As usual, the present h* in the form of 
rights to subscribe to new stock.” The Chicago Tribune. 

* » 

M-4. The following were taken from the annual report of The 
Borden Company: 

1. From the balance sheet: 

Inventories : 

Finished Goods 
Materials and Supplies 

Total (certain products at Income Tax Lifo basis 
adopted as of January 1, 1950) 

Less excess as of January 1, 1950 of Tax Lifo basis 
over book Lifo basis previously adopted 


2. As notes to the financial statements: 

(a) The Company was guarantor of bank loans to foreign affiliated companies 
in amounts aggregating approximately SI, 000, 000 at December 31, 1950. 

(b) Federal income tax returns for the Company have ^een examined and 
cleared for the years up to and including 1913 Returns for years subsequent to 
1943 have not yet been examined by the Bureau of Internal Revenue, 


1950 1949 

$32,011,545 $34,132,197 
28,364.261 20.320.250 

$G0, 375.806 $54,458,447 

5,469,633 5,469,633 

$51906,173 $48,988,814 


3. As a separate statement “to show how Borden’s bundled its 


money in 1950.” 



Paid to Farmers * 

. . . $308 millions 

Paid to Emp/oyees 

113 


*Olhcr Costs, Expenses 

... 190 

w 

Pair} to Stockholders 

12 

“ 

Put Back in the Business 

8 


Received from Customers 
* Including HUtfS of more than $24 miNion* , 

631 
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1. Explain how the change in inventory basis caused the reduction 

in inventory values. % 

2. (a) What is the purpose of this note?** , 

(b) Why is this data usually significant? t 

3. (a) How do you account for the fact that farmers were paid 
over 25 times the amount paid to stockholders? 

(b) Can you tell from the statement whether or not the stock- 
holders received a fair return? 

(c) What per cent of net income was retained in the business? 


M-5* Two methods of showing the proprietorship of a certain 
corporation were presented in the Certified Putdic Accountant . Dis- 
cuss the difference^ in these two methods and explain w T hy you prefer 
cine above the other. How was the contingent profit of $18,989.12 
showp in the second method calculated? 

CAPITAL AND SURPLUS 

December 31, 19 — ^ 

(1) Capital Stock and Surplus: 

Preferred Stock (7% cumulative, callable, etc.) 

Authorized and Issued 750 Share* of SI 00.00 Each S 75,000.00 

Common Stock: 

Authorized and Issued 50,000 Shares of No Par Value 133,391.20 


Earned Surplus (Exhibit X) $112,812 86 

Deduct — Cost of Treasury Stock Purchased 
150 Shares of Preferred Stock , $8,250.00 

5,000 Shares of Common Stock 1,10 0.00 9,350 0 0 103,46286 

1 ' " $31L854.06 

(2) Capital Stock and Surplus. 

, Preferred Stcfck (7% cumulative, callable, etc.) : 

Authorized ... 75,000.00 

In Treasury 15,000.00 

Outstanding $ 60,000.00 

Comifton Stock (no par, etc.) : 

Authorized . . 50,000 Shares 

In Treasury 5,000 Share* 

Outstanding . . . 45,000 Shares * 120,052.08 

Surplus : 

Contingent Profit on Treasury Stock Purchased $ 18,9f&.12 

Earned Surplus (Exhibit X) 112,812.86 131,801.08 

*311 354.06 
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M-6. The American Metal Products Company included the fol- 
lowing figures in its annual report: > 

(Comparative Highlights 



1950 

1949 

Net Sales 

*30,756,658 *20,187.900 

Net Profit 

2,969.942 

3,031,273 

Earned Surplus at December 31 

8,642,360 

7,306,266 

Expenditures for Plant and Equipment . . . 

1,367,852 

336,070 

Total Property, Plant, and Equipment 

4,509,771 

3,502.181 

Inventories 

1709,232 

927,310 

Number of Employees 

2,386 

1,415 

Number of Shareholders 

4,875 

1,005 

Working Capital per Share at December 31 

>5.60 

5 20 

Net Worth 

10,362,200 

9,026,105 

Net Worth per Share 

12.05 

10 50 

Earnings per Share 

3.45 

3.53 

Dividends Paid 

^ 1,633,848 

1,074,900 

Dividends Paid per Share ... 

190 

125 

Facts in Briefs- 1950 


Received from Customers (Net Sales) and 



Miscellaneous Income 

S30, 816,805 


Paid for Materials, Supplies, and Outside 



Services ... 

16,063.696 


Added by Manufacturing Efforts 

$14,753,109 


The Added Amount Was Distributed as 



Follows: 



Salaries and Wages . . 

$8,486,368 

57.53% 

Taxes 

3,000,637 

20.34 

Dividends ... 

1,633,848 

11.07 

Set Aside for Wear and Tear and Future 



Growth . . . 

1,632,256 

11.06 


$14,753,109* 

1 100.00% 


1. What is the value of such highlights and faces? 

2. * What might account for the decreased net profits for 1950 in 

view' of the substantial expansion of sales? j 

3. Prepare a statement of earned surplus for the year 1950. 

4. Assuming that there were disposals of plant property and 
equipment during Jhe year that had a book value of $64,100, what 
was the depreciation for 1950? J 

5 . Is it logical that inventories should increase in 1950? 

6. Do you consider the increase in number of shareholders un- 
usual? * 

7. Working capital per share increased during 1950. Does this 
mean that tl*£^orking capital ratio increased? 



674 PROBLEMS 

8, Assuming that there is no surplus other than earned surplus: 

(a) What is the capital stock of the company? 

(b) Did the new stockholders acquire their shares from the 

company or from former stockholders? j‘*. 

(c) What is the par value per share? f 

9. What is included in the last item described as “Set aside for 
wear and tear and future growth”? 

10. What is the effect of using $14,753,109 as 100% instead of net 
sales in Facts in Brief? 

M-7. From the information submitted hereafter, prepare a cor- 
rected balance, sheet of The Acme Trading Company as at Decem- 
31, 19 — . All year dates omitted are for the year ended with the 
balance sheet date. 

« TIIE ACME TRADING COMPANY 

Balance Sheet, December 31, 19 — per Books 


Current Assets: Assets 

Cash in Banks 151,200 

Accounts and Notes Receivable . . . $105,000 

Less — Reserve for Bad Debts 2,400 102,600 

Inventories . 18 2.000 

Total Current Assets $435,800 

Property : 

Land $ 35,000 

Buildings . . $ 70.000 

Loss — Reserve for Depreciation 16,300 53,700 

Machinery and Equipment ? $130,000 

Less — Reserve for Depreciation 39.000 91,000 

Total Property . $179,700 

Inveslrnent in Subsidiary Company — The Smith Company 30,000 

Redemption Fugd for Serial Bonds 14,000 

Unamortized Discount on Serial Bonds Payable 4,950 

< Liabilities 

Current Liabilities: • 

, Notes Payable — Trade . . $ 10,000 

Notes Payable — Banks . . 10,500 

Accounts Payable — Trade . .« . ! 130,600 

Accrued Liabilities . . 5,800 

Estimated Federal Income Taxes Payable . . 12,000 

Serial Bonds Payable, 4Ms%, Series A, Due January 2, Following . . 10,000 

Interest on Notes Receivable — Collected in Advance v . 350 

Total Current Liabilities $179,250 


V, 
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Total Current Liabilities (brought forward) , $179,260 

Fixed Liabilities: a 

Serial Bonds Payable 4 Yj%, Series B to J 90,000 

Deferred Credits to income : 

Customers' Advance Payments for Merchandise Deliveries to Be » 

Made 12,000 

Capital : * • 

Capital Stock— Common : Authorized 1,000 Shares, Issued, 

Outstanding and in Treasury 500 Shares $ 50,000 
Preferred: Authorized $100,000, Issued 


and Outstanding 600 Shares . . 60,000 

Total % $mw 

Capital Surplus 106,500 

Earned Surplus: 

Balance, January 1, 19— .* ... $156$00 

Add — Not Income for Year Ended December 

31, 19 — ... 25,500 


$175,700 

Deduct — Purchase Cost of Treasury Stock 9,000 166,700 383,200 

$664,450 

Additional data, determined in examination of the accounts: 

1. Cash in banks includes $15,000 in a special hank account, 
segregated to meet estimated cost of a building extension for which 
the contract was let early in the year following. 

2. Accounts and notes receivable includes an amount, owing from 
an officer, $4,000, payable on demand, and has been reduced by 
$1 ,250 owed by the company to vatious employees. 

3. The inventories include advance payments of $6,000»made by 

the company to its suppliers for merchandise to be manufactured and 
delivered March 1 following. t 

# Merchandise purchased for $5,000 in December, 19 — , ami 
remaining unsold as at December 31, 19 — was financed through 
notes payable to banks, collateralized by trust receipts. ; 

The* basis of inventory* valuation is cost or market which- 
ever is lower. 

4. The property accounts, jwith the exception of land, are stated 
at cost less accumulated depreciation. In accordance with a note of 
the directors, the book amount of land was increased $10,000 over 
cost on the basis of an appraisal by the A Engineering Company as 
of July 1, 19 — . This inf reaSe was booked as a debit to land account 
and a crcdit^t/capital surplus. 
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5. The investment in The Smith Company represents the pur- 
chase price of 80% of the outstanding stock of The Smith Company. 
The acquisition was made on January 2, 19 — , at a cost of $30,000 or 
$2,000 more than the underlying book value of ine subsidiary’s net 
assets as of that date. During the year The Acme Trading Company 
credited to income account $4,000 dividends paid by The Smith 
Company from its earned surplus. The net earnings of The Smith 
Company for the year 19 — were $2,000. 

6. The redemption fund for serial bonds represented cash which 
had been turned over to the trustee for redemption of these bonds as 
they mature. 

7. The book amount of unamortized discount on serial bonds 
payable represents 90% of a total discount of $5,500 involved in the 
issue, as of January 2, 19 — , of $100,000 serial bonds, maturing at 
one-year intervals/in equal amounts of $10,000, beginning January 
2 following. 

8. '■The preferred stock (par value $100 per share) is 5% cumu- 
lative and has a liquidation preference of $110 per share; undeclared 
dividends accumulated to December 31, 19 — , equal $5 pc* share. 
Common stock (without par value) was issued for cash at $200 per 
share, of which the directors voted to carry one half to capital 
surplus. 

9. The capital surplus account has been charged $3,500, repre- 
senting the amount of a fire loss on buildings, to the extent not com- 
pensated for by insurance, sustained October 15, 19 — . 

* 10. The earned surplus account has been charged for the purchase 
of treasury common stock at $9,000, or $1,000 less than the original 
issue price. Such stock is canceled by the Board of Directors, with 
the approval of stockholders, in January of the following year. 

11. The balance sheet fails to reflect these two facts: 

, (a) An accommodation indorsement by The Acme Trading 

Co. on a 6%, $10,000 demand note of The Smith Company, outstand- 
ing as at December 31, 19 — . 

(b) An acceptance by The Acme Trading Co. of a $1,000, 
3Q-day tiifie draft, dated December 15, 19 — , drawn on the company 
by a trade creditor in favor of the latter. 

Note: Ignore the effect of any income adjustments on the tax 
liability for the year. 


(Adapted from 4. I. A. Exam.) 
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M-8. A golf club constructed a club house at a cost of $100,000. It 
was financed by a $100,000 bond issutfc the funds being furnished by 
various members. The bonds are due in 50 years and are to be called 
by lot at the rate ’if $2,000 a year. A 2%’ depreciation rate is con- 
sidered to be proper. You are asked by the directors of the club u> 
advise them as to whether the provision for the $2,000 annual reduc- 
tion of the bond issue, the annual depreciation of $2,000, or both, 
should be included jn the budget to be covered by club dues and 
green fees. Explain the effect of the various alternatives. 

(A I A. Exam.) 

M-9. The following preliminary report is presented as an example 
of a brokerage house “circular”: 

THE MILWAUKEE COMPANY 
(Investment Securities) 

200,000 Sharks 

HAMILTON MANUFACTURING COMPANY 

Common Stock (So Par Value) 

Offering: December 3, 1951. 

Purpose: Proceeds will be added to the Company s general funds and will 
be required in the expansion of the manufacture of its major products. 

The Company and Operations 

Hamilton Manufacturing Company has been a Wisconsin corporation 
since its organization on February 25, 192(>, as the successor to "The Hamil- 
ton Manufacturing Co.," also a Wucon in corporation, organized in 1S89. 
The Company’s principal office and plant arc located at Two Rivers, Wis- 
consin. 

The Company’s earlier established product.- .-till in major production and 
now accounting for approximately 55G- of total dollar salbs, consist of wood 
and i^eel professional furniture and equipment, including wood type and 
printing plant equipment; dental instrument and laboratory cabinet?; 
medical and surgical furniture; engineering and drafting room tables ajid 
filing units; Search laboratory and Wpital equipment; a?d contract 
manufacturing of kitchen cabinet.- and various other cabinet products. J 

The Company puftieered in the development and manufacture of auto- 
matic tumbler type dAnvstic clothes dryers m both gas and electric models 
The first unit of thi- type was placed on the market in 1939 after several 
years of research. This line has proved an eminently successful addition to 
the Company’s products # .v; t has enabled it to reach new and broader 
markets. Since cessation of hostilities of World War II this phase of the 
Company’s bu^rfTes.- has expanded materially and now accounts for approxi- 
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mately 40% of its combined dollar sales in all lines. Sixty leading distribu- 
tors in the home appliance field ? supplying several thousand dealers, are 
now franchised to handle distribution and sale of the dryer. Negotiations 
are now in progress with a large and responsible Extern ntanufacturing 
|irm for supplemental production of Hamilton automatic clothes dryers, 
primarily to supply the Eastern and Far Western markets. This arrange- 
ment, if consummated, together .with the increased production which may 
be secured from existing facilities at Two Rivers, will provide the Company 
with a potential supply of dryers several times larger than the present 
output. 

In connection with the current defense program, the Company has also 
accepted and has partially filled orders from various branches of the Armed 
Services. These orders, for regular products of the Company, have aggre- 
gated about two million dollars. 


Capitalization — October 6, 1951 
t c Reflects New 'Financing 

Common Stock (1,000.000 Shares— $5 Par) $ 5,000,000 

surplus (1) 7.227.422 

Total Capitalization ... $12,227,422 

(1) Includes a premium of $1,400,000 after assuming $12 as sale price of new common. 

Balance Sheet Summary 
October 6, 1951 

Fixed Assets $5,272,146 

Less: Reserve for Depreciation 2,198,249 

Net Fixed Assets $3,073,897 

Current Assets $9,074,303 

Less: Current Liabilities 2.430,911 

Net Working Capital ' $6,643,392 

« Summary of Earnings 

(000 omitted) 

Years c 

• to Net Income Net Per Common Share {a) 

Dec. 31 Sales BJ.T.(c) Income Earnings Dividends Price Range 

1946 . $ 7,939 $1,640 $ 929 $0 97 3 / 4 S0.37M* 

1947 . 10,575 2,365 l,3i£ 1.67 0.62V 2 8%- 7% 

1948 . 15,374 3,270 1,870 2.33 0.67V 2 8Va- 7 l A 

1949 . 14,666 3,073 1,764 2.20 0.75 8%- 6% 

1950 . 17,243 3,657 1,847 2.59 0.75 12 -8% 

Jan.l 

to 

10/6/31 18,449 3,335 1,1X0 1.39 (13 -lOVa) 

(b) 


(a) Based on the 800,000 shares presently outstanding. 

(b) Range to date. 

(c) Before income taxes. * 
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Dividends on Common 

• 

The Company has been paying a quarterly dividend of $0.20 which was 
increased from $0.175i in September, 1950. Dividends are paid on the last 
day of March, June* September, and December to stockholders of record* 
around the 20th of the month. 

This information is derived from a preliminary prospectus and tWb registration state* 
ment relating to a new issue of securities. The registration statement has not yet become 
effective, and this informatvm is given circulation Bolely for informative purposes and ia 
not under any circumstances to be considered a prospectus, an offer to aeU, or a solicitation 
of an offer to buy the securities referred to. No offer to sell is or will be made, and no 
offer to buy is or will be solicited or accepted, until the registration statement becomes 
effective. 

1. The registration statement showed the following items not 
included in the Balance Sheet Summary above: 


Other Assets * . . . $235,133 

Reserve for Workmen’s Compensation Insurance 125,000 * 


Present a statement showing whether or not the Balance Shegt 
Summary reflects the new financing. 

2. ^ What will be the book value per share after the new financing? 

3. What would be the rate of earnings on the proposed sale price 
if the earnings average $1.50 per share? 

4. What will be the yield to an investor if the current dividend 
per share is maintained? 

5. Does the offering appear attractive based on the preliminary 
information furnished? Give reasons for your conclusion. 

6. Suggest additional ^formation which would be desirable for a 
prospective investor to have. t . 


M-10. Price level changes and financial statements. 

Summarized below are the conclusions of the Committee on Con- 
cepts and Standards of the American Accounting Association (state- 
ment issued 8/1/51): * 

* • - 

1. In periodic reports to stoekhok>i . the primary financial statements, 

prepared by management and verified by an independent accountant, 
should, at the present ^tage of accounting development, continue to reflect 
historical dollar costs. • 

2. There is reason for believing that knowledge of the effects of the 
changing value of the dollar upon financial position and operating results 
may be useful^informatjop, if a practical and substantially uniform method 
of measurement and disclosure can be developed. 

3. The accounting effects of the changing \*alue of the dollar should be 
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•made the subject of intensive research and experimentation; the specific 
significance of the basic problem should be determined with as much accu- 
racy as possible; the means of its solution, if i*s significance warrants, 
should be thoroughly investigated. r v 

r 4. The effects of price fluctuations upon financial reports should be 
measured in terms of the over-all purchasing power of the dollar — that is, 
changes in the general price levd as measured by a general price index. For 
this purpose, adjustments should not be based on either the current value 
or the replacement costs of specific types of capital* consumed. 

5. The measurement of price level changes should be all-inclusive; all 
statement items affected should be adjusted in a consistent manner. 

6. Management may properly include in periodic reports to stockholders 
comprehensive supplementary statements which present the effects of the 
fluctuation in the value of the dollar upon net income and upon financial 
position. 

(a) Such supplementary statements should be internally consistent; 
the income statement and the balance sheet should both be adjusted by the 
same procedures, so that the figures in such complementary statements are 
ccf-ordinate and have the same relative significance. 

(b) Such supplementary statements should be leconciled in detail 
with the primary statements reflecting unadjusted original dollar costs, and 
should be regarded as an extension or elaboration of the primary statements 
rather than as a departure therefrom. 

(c) Such supplementary statements should be accompanied by com- 
ments and explanations clearly setting forth the implications, uses, and 
limitations of the adjusted data. 

— The Journal of Accountancy, January, 1952, p. 54 


Summarize briefly in your own jtvprds the essential idea set forth 
in each conclusion above. Discussions of these conclusions may be 
found in accounting magazines. 
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A 

Abandoned property, amortization, 
415 

Acceptances: 

bankers’, 481 • 

trade, .80 

Accommodation indorsements, 267 
Accountability, 481 
Accounting: 
finfyicial, 271 
nature of principles, 23 
uniform accounts, 6 
Accounts payable, 92 
analysis of, 264 
in foreign currency, 77 
significance of size, 92 
turnover, 119 
Accounts receivable : 
age of, 109 
analysis of, 250 

collection periods in various lines, 
112 

danger of concealed lien 95 

definition of, 78 

due from subsidiaries, 78, 140 

in consolidated balance sheets, 550 

mines, 454 

pledged, 79, 94 

ratio to merchandise, 122 

sale of, 80, 94 

test of, 109 

turnover, 109 

valuation in balance sheet, 24 
Accrual basis of accounting, 54 
Accruals: 

defined, 53 * 

effect on statements summarized, 56 

inclusion of deferred items, 54 


Accruals ( conVd ) : 
life insurance companies, 518 
relation to income, 53 
Accrued depreciation, 364 
Accrued dividends, 98 
Accrued expenses, effect on state- 
ments, 53, 95 
Accrued income, 5$ 

Accrued liabilities, banks, 47? 
“Acid-test” ratio, 108 
Acquisition adjustments: 
electric and gas utilities, 387 
railroads, 359 
Actuaries’ Table, 507 
Additions and betterments distin- 
guished, 217 
Adjustment bureaus, 86 
Adjustments, for stock dividends, 
427 

Administration expenses, allocation of, 
271 

Advances on contracts, 87 
Advances to employees, 76 
Affiliated companies 140, 542 
Alleghany Corporation, use of holding 
company, 545 

Allied Chemical and Dye Corpora- 
tion : 

book value of common stock, 33 * 
>n vestments, 139 
treasury stock, 144 
Allocations, business effects, 272 
Aluminum, production costs, 454 
Aluminum Company of America, 
power costs, 454 

American Accounting Association, 
nonrecurring gains, 232 , 
American Agricultural Chemical Com- 
pany, analysis of, 428 
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b American Airlines! Inc.! depreciation 
funds, 231 

American Bankers 1 Association : 
adoption of uniform statements, 12 
statement form for corporations, 
' 258 

American Experience Table, 507 
American Gas and Electric Company, 
capital surplus in consolidated 
balance sheet, 554 

American Institute of Accountants: 
accountants’ functions, 3 
auditor’s certificate, 273 
Committee on ^Accounting Proce- 
dure, 8 

contingency reserves, 41 
depreciation, 129 
income taxes, 232 * 
inventory pricing, 83 
inventory reserves, 41 
jrregular income, 225 
long-term leases, 159 
nonrecurring gains, 232 
on reserves, 39 
on term “surplus,” 34 
pensions for past services, 222 
subsidiary surplus at consolidation, 
554 

UJS. Treasury tax notes, 107 
working capital, 63 
American Power and Light Company, 
consolidated plant account, 554 
American Steel Foundries Company, 
invested capital, 132 
American , Telephone and Telegraph 
Company : 

capital structure, 385, 559 
‘depreciation poKcy, 415 
dividend record, 72 
growth, 433 

fmaintenance and depreciation, 416 
American Viscose Corporation, depre- 
ciation polity, 220 

American Woolen Company, earnings 
and working capital, 436 
Amortization : 

bond premium and discount, 519 
of war facilities, 219 
Anaconda Copper Mining Company : 
financing, 455 
reserves, 447 


Antecedents, significance, 272 
Appraisals : 

based on condition, 137 
difficulties; 23 
reasons for, f 128 
surplus from, 130 

Appropriated surplus, transfers, 233 
Assets: 

“capital,'" 38 
classification, 63 

composition, industrial companies, 
423 

definition, 22 

distribution for life insurance com- 
panies, 521 

exempt from creditors, 22 
factors affecting valuation, 25 
•foreign, 76 

in consolidated balance shqet, 550 
intangible, 144 

life insurance companies, 516 
methods of purchase, 24 
order in bank statements, 482 
outside of business, 22 
questions in valuation, 127 
quick, 81 

tangible and intangible, 131 
valuation, 22-24 

valuation for balance sheet, 125 
Atchison, Topeka, and Santa Fe Rail- 
way Company: 
maintenance analyzed, 350 
maintenance per mile, 335 
Atlantic Coast Line Railroad Com- 
pany, maintenance per mile, 335 
Audits, character of, 273 
Automobile financing, 94 
Auto parts manufacturers, deprecia- 
tion, 219 

Avco Manufacturing Corporation: 

advances on contracts, 98 
« reserve for product warranty, 41 

B 

Baking and « milling companies, de- 
preciation, 219 
Balance sheet: 
account form, 21 * 

analysis techniques summarized, 195 
as a chart, 65 v 
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Balance sheet (cord’d ) : 
combined manufacturers, 169 
common size, 176 
comparative, 168 
compaiative fond,* 178 
comparative, Island Creek Coal 
Company, 462 

consolidated construction, 550 
construction, 18 
definition, 26 
division, 63 
double form, 125 
English form, 21 
equation, 26 
forms to report. 249-261 
illustrative companion, life insur- 
ance, 525 

mutual savings banks, 492 
outliAe form, 66-67 
partnership form 29 
percentage foim, 176, 536 
pro forma, 20 
purpose, 18 

questions for study of changes, 189 
report form, 28 
statement of changes. 168 
subdivisions for railroads, 354 
summaiy of changes, 185 
titles, 18 

value of brevity, 184 
Baltimore and Ohio Railroad Com- 
pany 

dividend policy, 363 
maintenance per mile, 335 
Bangor and Aroostook Railroad Com- 
pany, character of tonnage, 323 
Bank credit: 
form for file, 276 
standards, 101 
Bank loans: 

annual liquidation of, 71 
balance requirements, 77 
fixed assets factor, 101 
m capital structure* 152 
Bank moratorium of W33, confidence 
factor, 492 
Bank notes: 

Federal Reserve, 495 
national banks, 479 • 

Bank of the Manhattan Company, 
franknifes m disclosure, 494 


Bank overdrafts, 91 
Bank statements: 
order of assets, 482 
profits ascertained from balance 
sheets, 500 

summary of analysis, 502 
virtue in publicity, 493 
Bankers’ accept a n(*">, character, 481 
Banking Art of 1935, 490 
Banks • 

attitude toward borrowing, 480 
borrowing by, 479 
confidence factor, 492 
credit departments, 11 
dividend polity, 502 
earnings, 240 
expenses, 497 

liabilities classified, 472 m 
loans and discounts, 483 
margin of safety for (depositors, 
475 

mutual savings, 490 
need for information in term loans, 
9 

sources of income 497 
use of statements by, 8 
Bergstrom Furniture Company, Inc.. 

working capital statement, 85 
Bethlehem Steel Coi potation, earn- 
ings. 281 

Betterments, 217 
Bill of exchange, 79 
Bills payable, 93 
Bills receivable, 79 
Board of Fire Underwrites, rate mak- 
ing, 534 

Bond discount, 23j) 

Bond indentures, maintenance of Cur- 
rent ratio, 106 
Bond r it mgs, 486 
Bonds 

amortized values for*hfe insurance 
companies, 519 
as bank investments, 485 
as secondary reserve, 490 
discount on, 89 
life insurance investments, 518 
net tangible assets for, 133 
profit on redemption, 232 * 

Book value: 
of assets, 39 
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Book value {cant'd): 
of stock, 35, 133 4 

of stock, growth illustrated, 191 
Boston Edison Company, plant turn- 
over, 390 

^Boston Manufacturers’ Mutual Fire 
Insurance Company, income 
statement, 563 
Break-even point, 208 
Brewery, 439 

Bristol-Myers Company, invested 
capital, 131 

Brown Shoe Company, Inc., net in- 
come and sal^s, 289 
Buildings: 

, depreciation rates, 218 
on leased land, 136 
specialized, 135 * 

valuation for balance sheet, 135 
Bureau gtf Internal Revenue, depre- 
, eiation rates, 217 
Bureau of Railway Economics, re- 
ports on railroads, 316 
Burning ratio, 533 

Business cvcle, as cause of failures, 
245 ‘ 

By-products, income, 466 
C 

California Packing Corporation, plant 
turnover, 163 

Calumet and HecJa Consolidated 
Copper Company, market valu- 
ation. t458 

Canadian Pacific Railway Company: 
debenture stock, ^5 
investments, 139 
Capacity factor, 397 
Capital : 
definitions, 26 
impaired, 32 
t legal, 32 

regulation for banks, 475 
Capital accounts, bank-, 474 
Capital distributions, 452, 463 
Capital gains, 453 
Capital liabilities, meaning, 64 
CapitaUstock (see (duo Stock) : 
impaired. 64 

in consolidated balance sheei, 553 


Capital stock ( cont'd ) : 
ratio to surplus, 167 
sold under par, 30 
Capital structujt.: 
analysis, in raitfoads, 365 
analysis of supporting assets, 420 
analysis, points of, 190 
consolidated companies, 559 
industrial concerns, 158 
National Di£iry Products Company, 
151 

proper proportions, 157 
public utilities, 158 
Capital Transit Company, asset elimi- 
nation, 389 

Capital turnover, industrials, 423 
Capitalization : 
definition, 151 
mining companies, 460 
of earnings to determine good will, 
145 

railroads in United States, 315 
related to mileage, 367 # , 

relation to earnings, 153 
Carload ings, 347 
Cash : 

analysis of, 75 
in bank statements, 483 
m foreign banks, 76 
m insurance companies, 521 
. misstatements of, 75 
on hand, 75 

place in working capital, 77, 99 
proper proportion, 77 
Cash basis, use of. in statements, 54 
Cash discounts, 59, 

Cash surrender value, 520 
Caterpillar Tractor Company, replace- 
ment vs original cost, 222 
Celotex Corporation: 
book value and earnings, 191 
'comparative balance* sheet, 178 
comparative percentage balance 
sheets. 180, 

condensed comparative balance 
sheet, 185 

summary of balance sheet changes, 
180 

Cerro do Pqsro Copper Corporation, 
reserves, 459 

Certificate of auditor, 273 
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Certificates of deposit, 479 
Certified checks, 479 
Charts, illustrations of use, 282-288 
Chase Natibnal Ba*Jv of New York, 
reserve for ' contingencies, 474 
Chemical companies, depreciation, 219 
Chesapeake and Ohio Railway Com- 
pany : 

character of tonnage, 323 
maintenance per mife, 335 
Chicago and North Western Railway 
Company: 
investments, 362 
maintenance per mile. 335 
Chicago, Burlington, and Quincy Rail- 
road Company , 
accrued depreciation, 331 
character of tonnage, 323 • 

maintenance per mile, 335 
Chicago National Bank, loan valua- 
tion reserve, 474 

Chicago, Milwaukee, St. Paul, and 
u Pacific Railroad Company, 
maintenance per mile. 335 
Chicago, Rock Island, and Pacific 
Railroad Company, mainte- 
nance per mile, 335 

Chile Copper Company, ore quality, 
444 

Circulation pnvilegc, national banks, 
479 

Claim. H. B.. Company: 
failure, 267 , 

statement of working capital 108 
Clayton Act of 1914, 547 
Climax Molybdenum Company, in- 
crement surplus. 456 
Cluett, Peabody and Company, 

* royalty income, 227 
Coal production. 440 
Coca-Cola Company: 
balance shetu, 154 
good will, 151 

Co-insurance, needtof appraisals, 130 
Collateral, 27 * * 

Collateral loans, 481 * 
liquidity. 493 

Collection periods, 109, 11? 

Collection policy, effect .upon working 
capital, 100 

Commercial paper, open market. 490 
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Commercial paper houses, function, 
490 

Commercial Solvents Corporation: 
book value of plant. 164 
property accounts, 134 
Commissioner^ Standard Orditur^ 
Table. 507 

Commissions, life insurance com- 
panies. 514 

Commodity statistics, railroads. 322 
Common stork, measurement of earn- 
ings. 235 

Common stock rights, dilution effect, 

431 

Commonwealth and Southern Cor- 
poration, treat me it of good 
will, 558 

Commonwealth Edison Company, 
plant turnover, 390 
Compare no balance sheet,* 168 
Competition: # 

as cause of failures. 244 
effect on railroads. 379 
Conflagration hazard. 527, 535 
Connected load, 398 
Consignments 78 
Consolidated balance *hoet: 
construction. 550 
construction illustrated, 55 6 
Consolidated earning? statement, 561 
Consolidated Edison Company of 
New York. Inc , plant turnover, 
390 

Consolidated Gas, Electric Light and 
Power Company of Baltimore, 
hydro equalization. 410 
plant turnover. 390 
Consolidated staToments: * 

New York Central illustration, 306- 
370 

reasons foi use, 548 
Con>olidations, railroads. 378 
Constituent company, 542 . , 

Construction costs, price indexes, 138 
Consumer goods, stability of demand. 
242 

Continental Baking Company, depre 
ciat ion. 219 

Contingent charges, 235 -> 

Contingent liability: 
importance to credit, 267 
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Contingent liability (conVd ) : 
letters of credit, 481 
rediscounting by banks, 479 
Contracts: 

affecting working capital, 92 
•long-term, 268 

Convertible bonds, dilution effect, 431 
Copper companies,* postwar market, 
455 

Copper Export Association, 455 
Copyrights, 144 

Corn Exchange Bank and Trust Com- 
pany, valuation of securities, 493 
Cost, aboriginal, 387 c 
Cost accounting : 
for inventory valuation, 86 
use, 271 

f Cost finding, 271 
Cost of goods sold: 
calculation of, 202 
under LIFO, 203 
Cost of service: 
analysis, 401 
in coal gas industry, 401 
“Cost or market/' use in balance sheet, 
23 

Credit, effect on grocery stores, 215 
Credit analysis: 
form for bank credit file, 276 
use of special forms, 274 
Credit insurance, 265 
Credit terms, effect on working capital, 
100 

Creditors : 
classification J 
general, 28 
preferred, 28 
secured, 27, 92 
unsecured, 27 
Current assets: 
investments, 87, 362 
of “fixed” value, 81 
^operating cycle test, 63 
turnover, 121 
Current liabilities: 
definition, 90 
omissions from, 91 
overstatement, 90 
problem of understatement, 91 
•Current ratio: 

danger when low, 70 • 


Current ratio (conVd ) : 
definition, 102 
effects of inflation on, 70 
expansion effect, t 103 * 
line of credit limited by, 104 
significance, 102* 
test of liquidity, 102 „ 

Curtiss- W right Corporation : 
advances oii contracts, 98 
hidden surphfs, 157 
Customers’ costs: 
definition, 401 
effect on rate structure, 401 
Cyclical factors, allowance for, 198 

D 

Debenture stock, 35 
Deductions from income, railroads, 342 
Defaulted bonds, valuation, 519 
Defense loan*, 272 
Deferred assets, railroads, 308 
Deferred charges, 88 
mines, 458 

Deferred dividends, life insurance 
companies, 523 
Deferred income, 54, 96 
unearned discounts, 479 
Deferred liabilities, railroad account- 
ing, 364 
Deficit, 32 
working capital, 64 
Ljcl credere agent, 95 
Delaware, Lackawanna, and Western 
Railroad Company, mainte- 
nance per inite, 335 
Deraard deposits, 477 
investment policy for, 491 
Demurrage, 328 
Depletion : 

appraisal surplus, 456 
ai§ noncash expense, 230 
Deposits : 
classification, 4X7 
policy for inviting, 491 
protection, 47o 
reserves against, 489 
Depreciation : 
accelerated,, 219 f 
accelerated war amortization, 333 
accrued (railroads), 35#, 364 
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Depreciation (cant'd) : 
and debt service, 230 f 

based on volume of business (public 
utilities), 411#^ 
bond account (banks), 486 
qhanges through asset appraisal, 129 
differences in treatment, 218 
economic life, 463 
effect on return in public utilities, 
389 * 

excessive, 488 

factors influencing importance, 220 
former usage, 221 
geared to operations, 219 
group plan, 332 

per cent of revenues allowance 
(mines), 460 

position in computing bond cover- 
♦ age, 230 

railroad equipment, 331 
rates, 217 

rates for public utilities, 416 
nates in various fields, 219 
related to debt maturities, 344 
relation to gross revenue, 417 
retirement expense, 411 
Swedish practice, 223 
working capital influence, 73 
Depreciation reserve. 38 
factors determining, 164 
in source and application of lunds 
statement, 173 
result of no provision, 413 
Detroit Edison Company, plant turn- 
over, 390 

Development work: 
income account, 462 
mines, 457 

Diesel locomotives, 380 
Differential rates, 401 
Dilution, 431 

of stock bo©k value, 193 4 

Diminishing returns, result of expan- 
sion, 431 

Discount companies, ^94 
Discount on bonds, 

Dissolution, stockholders’ consent, 

542 

Diversity fatter. 398 # 

factors affecting, 399 
importance^, 406 


Dividends : 

amount available for, 344 

capital distributions, 452, 468 

corporation pjolicy, 238 

credit influence, 363 

deferred (life insurance), 523 * 

factors determining, 238 

in stock, 96 » 

liability upon declaration, 96 

life insurance companies, 510 

mining and depletion, 462 

national banks, 499 

place in income statement, 233 

policy of banks, 502 

scrip, 96 

stabilization through subsidiaries’ 
earnings, 226 

stock, 96, 4^7 # 

undistributablc earnings, 464 
working capital needed fyr, 72 
Dividends payable, 96 • 

Donated assets, 359 
Drug, Incorporated, dissolution of 
holding company, 543 
Drug stoics, ratios, 213 
Dry goods, ratios. 213 
Dun and Bradstreet, Inc.: 
credit reports, 10 
external information, 22 
standard retailing ratios, 212 
Dunlop Rubber Company, Ltd., 
debenture stock, 35 

Du Pont de Nemours. E. I., and Com- 
pany : 

Genera! Motors investment, 139 
use of holding company, 544 

E 

Eagle- lecher Company, reserve for 
inventory depreciation, 41 * 
Earning power: o 

interest of investor in, 278 
of common stock, 236 
Earnings : 

calculation for fire insurance com- 
panies, 532 

conditions affecting stability, 242 
of banks, 498 ■> 

of leading corporate groups, 240 
stability, 239 
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Electric Bond and Share Company, 
use of holding company, 546 
Electric Power and Light Company, 
consolidated plant account, 554 
Electric utilities: 

Capital structures, 383 
composite balance sheet, 383 
definition of class A and B, 397 
depreciation practice, 416 
government competition, 419 
revenues, 382 

Emergency Transportation Act of 
1933, 372 m 

Endicott-Johnson Corporation: 
depreciation policy, 220 
net income and sales, 289 
Engineering News Record, index of 
^ construction costs, 138 
Enterprise value, 148 
Equipment,*, 
ancl\\sis, 136 

condition for railroads, 336 
depreciation rates, 218 
hire of, by railroads, 339 
mining, 457 

under trust agreement, 355 
Equity, of owners, 26 
Erie Railroad Company: 
construction account padded. 329 
maintenance per mile, 335 
Eureka Corporation, Limited, deferred 
development, 458 

Excess profits tax, intangible assets, 
89 

Exemptions, frtun creditors' claims, 22 
Expansion, danger of, 74 
Expenditures, distinguished from ex- 
# penses, 52 
Expenses : 
accrued, 95 
nofioperating, 58 
ratio to salesf205 

F 

Factoring, 80 
Factory mutuals, 533 
Failures: 

balance* sheet tendencies before 
' 179 

banks, 477 


Failures ( conVd ): 
external causes, 244 
fraudulent, 117 
life insurance companies, 506 
political factors, 246 
Fair return : 

distinguished from investors’ return, 
373 

principle of, 372 
False statement iaws, 12 
Federal Bankruptcy Act, concerning 
priorities, 28 

Federal Deposit Insurance Corpora- 
tion : 

annual reports, 472 
economic influence, 504 
Federal Power Commission: 
depreciation, 411 
utility accounting, 386 
Federal Reserve Bank of New York: 
information required as to invest- 
ments, 263 ♦ 

statement forms, 252-257 
Federal Reserve Banks: 
as source of credit, 479 
bond market support, 491 
combined balance sheets, 496 
eligible paper. 490 
minimum reserves, 496 
partially paid stock. 30 
statement requirements, 9 
Federal Reserve system, member bank 
§ M reserves, 490 
Fertilizer companies, 430 
Finance companies, 94 
Financial statements: 
banks, 471 
differing needs, 17 
earned surplus, 211 
false, 13 

forms adopted by various organiza- 
tions, 249-261 
general importance, 3-15 
holding company, 548 
m'current dolliffs, 224 
publicity value, 15 
requirements of Securities and Ex- 
change Commission, 291-309 
source and application of funds, 172, 
| 187 

| sources for investor, IS* 
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Financial statements < cont’d ) : 
■summary of changes in net current -| 
assets, 174 
use by executives^ 
value for investors, 14 
variety of needs, 234 
weakness, 436 
Fire insurance : 
hazards, 534 

protection for credit, 264 
rate-making, 534 
Fire insurance companies: 
analysis for policyholders, 536 
analysis for stockholder, 538 
combined balance sheets: 
joint stock, 528 
mutual, 528 

loss and expense experience, 531 
mutual, 535 
operating ratio, 538 
Fire losses, 232 

First National Bank of Englewood. 

portfolio report, 493 
Fiscal period, 47 
“Five Per Cent Case,” 372 
Fixed assets: 
banks, 492 
loss on sale. 232 
points of analysis, 189 
public utilities, 386 
value when unused, 134 
Fixed charges, 227 1 

m profit and loss statement, 58 f 
in railroads, 227, 342 
Flying Boat Manufacturing Company, 
illustrative statements. 49 
Foreclosures, balance sheet effect, 517 
Foreign exchange fluctuations, 232 
Foreign subsidiaries, nonconsolidation. 
562 

Franchises * 
indeterminate, 419 
perpetual, 418 
risks to investor, «4 18 
Fraternal insurance, ^26 
Fraud, in financial statements, 13 
Freight revenue, analysis of, 321 
Freight traffic, volume of 322 
“Frozen funSs,” 76 # 

Funded debt: 
definition, W2 


Funded debt {cant'd ) : .* 

matured unpaid, 360 
ratio to working capital, 161 
Funded reserve, 44 
Funds : 
analysis, 141 

classification by railroads. 363 
nature of, 43 ° 

Furniture, analysis of, 136 

G 

Gain and Loss exhibit, life insurance 
com panic.', 511 

Gair, Robert, and Company, equity in 
earn mgs, 226 
Gas companies: 
cost analyst, 401 t 

revenues, 382 ' 

General Baking Company hedging, 
267 

General Cable Corporation: 
deferred pension costs. 222 
past, service pension payments. 88 
General Development Company, 442 
General Electric Company, growth 
433 

General Finance Corporation, deferred 
income, 97 

General Motors Corporation: 
bank stock investment, 562 
du Pont investments. 139 
statement publicity, 17 
use of good will, 555 
use of holding compmy, 511 
Georgia-Pacific Plywood Company, 
appraisal values, 129 
Gillette Safety Razor Company, inter- 
company profits, 552 
Going concern theory, balance sheet 
principle, 20 * 

Uuing concern value, SI7 
deferred items, 88 
Gold, price, 454 
Goldcord Tire Company, 425^ 
Goldfield Consolidated Mines Com- 
pany, an i lysis of, 466 
Good will : 

concealment, 558 • 

definition, 145 

in consolidated balance sheet, 555 
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Good will (cont’d): 
valuation, 145 
write off, 233 

Government competition, electric 
utilities, 419 

Grades and curvature, effect on train- 
load, 347 

Granby Consolidated Mining, Smelt- 
ing and Power Company, Ltd., 
reserves, 45$ 

Granger railroads, 323 
Graphic presentation: 
cautions in use, 284 
use of, 280 

Great Northern Railroad Company, 
maintenance per mile, 335 
Grocery chain stores: 
anajysis of expansion, 433-436 
ratios, 213, 215 
Gross earnings, 200 
Grors income, 198, 227 
Gross profit: 
margin, 205 
ratios, 213, 215 
test of inventory, 201 
usage, 57 

value in analysis, 201 
Gross revenues: 
analysis, 197 

analysis for public utilities, 408 
factors for consideration, 199 
Growth stocks, 432 
Guaranteed stock, 36 
Gulf Oil Corporation, investments, 
139 

H 

Ha&acol Company, fconsignments, 78 
Hardware stores, ratios, 213 
Hedges, use of, 266 
HejSbura Act (1906), 317 
‘'Hidden” earirings, 226 
flilfon Hotels Corporation: 
break-even point, 209 
unusual gain and loss, 232 
Holding company: 
accounts with subsidiaries, 140 
advantages, 543 
disadvantages, 544 
financial statements, 550 
legality, 547 


Holding company ( conVd ): 
need for subsidiary reports, 567 * 
nonmonopojistic possibilities, 547 
statement analjsij, 542 
summary of analysis, 567 
unconsolidated subsidiaries, 562 . 
Homestake Mining Company, ore re- 
serves, 458 

Hoover Dam project, 391 
Household Fin&nce Corporation, de- 
ferred income, 97 

Hudson Coal Company, depreciation 
and depletion, 230 

Hunt Foods, Inc., working capital, 
103 

Hydroelectric power : 
high property investment, 391 
possible disadvantages, 393 
Hypothecation, of receivables, ^9 

I 

Illinois Central Railroad Company, 
maintenance per mile, 335 
Income : 

nonoperating, 58 
unearned or deferred, 96 
Income account, 47 
mining companies, 461 
public utilities, 395 
United Air Lines, Inc., illustration* 
•209 

Income statement, 47 
* fJl-inclusive form, 232 
analysis, 197 

combined electric utilities, 396 
consolidated, illustration, 564 
percentage analysis, 209 
Income tax liability, deduction of 
U.S. obligations, 107 
Income taxes, 231 
capital gains, 453 
debt incentive, 231 
depreciation accounting influence, 

< 459 *■’ 

effect on accounting, 6 
prior years, 233 
railroads, 338 
Index numbers: 
sales analysis, 199, 200 
use in valuation, 137 



Index of credit strength, 277 
Industrial companies: 
asset appraisals, 128 
capital structure, 1^8 ' 

combined balance 'sneets, 169 
dividend policy, 238* 
established, 426 
external factors, 438 
growing, 431 
new, 423 * 

Inflation, effect on current position, 70 
Inland Steel Company, growth, 433 
Insolvency, bankruptcy vs. equity, 64 
Inspiration Consolidated Copper 
Company, reserves, 459 
Insurance : 

protection to creditors, 264 
workmen’s compensation, 266 
Insurance companies: 
analysis of statements. 505 
characteristics, 505 
earnings, 240 
source of reports, 505 
Intangible assets, 131, 144 
deduction from capital structure, 151 
development costs, 457 
overcapitalization, 153 
public utilities, 387 
value in liquidation, 147 
Integration, and financial ratio 208 
Interest, 227 

effect on working capital, 72 
in profit and loss statement, 58 
overdue, 516 1 

relation to life insurance premiums, 
508 

International Nickel Company of 
Canada, Ltd., by-products, 466 
International Shoe Company: 
net income and net sales, 289 
trademark purchases, 145 
Interstate Conynerce Commission: J 
regulation of railroad rates, 372 
segregation of freight and passenger 
expenses, 327 ^ * 

Statistics of Railways, 316 
uniform railroad accounts, 317 
Inventory : 

accounting fofr loss of value, 202 
analysis of, 82, 262 
appreciation, $23 
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Inventory ( cont’d ): 
comparison with insurance, 265 
effect of turnover on earnings, 243 
finished goods, 84 
gross profit test, 2Qi 
kst -in-first -out (LIFO) valuation, 
203 

LIFO method, 203 . 

LIFO valuation, 117 
losses on, 73 
mines, 454 

motion picture films, 262 
need for physical count, 23 
of fixed assets, 128 
overstocking, IT/ 
partly finished, 85 
perpetual. 24, 83 
ratio to working capital, 123 
raw materials. 8b 
reserve for price decline, 40 
supplies, 87 ® 

transferred to branches, 78 
turnover. 213, 215 
turnover tests. 113 
uncertain supply, 100 
undervaluation. 84 
valuation in balance sheet, 23 
Investment, relation to capacity (pub- 
lic utilities), 391 
Investment analysis: 
materials for, 277 
outline for, 279 

supplementary information, 280 
investments: 
banks, 485 

classification of income from, 58, 225 
failure in bank moratorium, 491 
holding company, 548 M 

in balance sheet, 139 
in consolidated balance sheet, 552 
meaning in railroad statements, 354 
nonoperating, 359 | 

of national banks, 487 , 

of property insurance companies, 
539 

place in balance sheet, 87 
pledged, 359 

portfolio of life insurance com- 
panies, 521, 523 , 

questions in analysis, 139 
return, for national banks, 487 
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Investments (coni’ d): 

SEC requirements, 140 
study for life insurance, 512 
valuation by fire insurance com- 
panies, 540 

inland Creek Coal Company: 
balance sheet, 461 
nominal par stock, 35 

J 

Jennings Machine Company, an un- 
tried promotion, 423 
Jewelry stores, ratios, 213 
Joint facilities (railroads), 328 
Judgments, impending liability for, 91 

K 

Kansas City Southern Railway Com- 
i pany : 

character of tonnage, 323 
maintenance per mile, 33*5 
Kennecott Copper Corporation: 
book value of stock, 33 
development account, 457 
ore, 444 
reserves, 459 
selective mining, 470 
unit costs, 465 

Kresge, S. S., Company, stability of 
earnings, 242 

L 

Lambert Company, invested capital, 
132 

I*and, in balance sfteet, 135 
Lawyers County Trust Company 
(New York), valuation of se- 
• curities, 493 
Leasebacks, J 59, 517 
Leaseholds : 
mining companies, 456 
on balance sheet, 136 
Leases, long-term liability, 159 
Ledger assets, insurance companies, 
516 

Legal %*serves: 
banks, 489 

life insurance companies, Jpi 


Lehigh Valley Railroad Company, 
maintenance per mile, 335, 
Letters of credit, 480 
Level prelniump, in life insurance 
companies* 507 
Liabilities 
“capital,” 64 
classified for banks, 472 
current, 90 
definitions, 25 
of stockholders, 30 
of stockholders for wages, 31 
reserves for, 40 
secured, 79 

stockholders’ double, 31 
types of claims, 25 

Liability reserves, life insurance, 
* ‘ 508 • 

Libbcy-0 wens-F ord Glass Company, 
Plant Improvement Fund, 43 

Liens: 

detection, 263 

example of importance, 79* 
investment importance, 376 
mechanics’ and landlords’, 22 
Life insurance: 
business, 265 
dividends, 510 
fraternal companies, 526 
net cost. 510 

protection to creditors. 265 
Life insurance companies: 

expense analysis, 514 
h growth, 506 

illustrative balance sheet compari- 
son, 525 

interest rate factor, 508 
loading factor, 509 
“old line” companies, 508 
reserves, 522 

Life insurance proceeds, 232 
LIFO (last-in-first-ouO : 
analysis effects, 117, 203 
working capital protection, 73 
Line of credits 

discounted* notes receivable, 107 
for banks, 480 
limits for expansion, 104 
procedure for finding, 104 
Liquidating value, fire insurance 
stocks, 540 t 



Liquidation value, 131 
in statement of affairs, 20 
of equipment, 137 
of intangibles, 147. 

Liquidity, 485 

fire insurance companies, 527 
insufficient in panic, 492 
test of, 102 
Load factor : 
cost to consumer, 400 
definition, 397 
Loading : 

life insurance premiums, 509 
objections to ratio, 514 
Loans and discounts: 
in bank statements, 483 
return for national banks, 487 
Loans payable, 93 
Loans tq officers, 76 
Loss ratios, fire insurance companies 
530 

Louisville and Nashville Railroad 
Company, maintenance per 
mile, 335 

M 

Machinery, 136 
Maintenance : 
analysis, 216, 329 
distinguished, 217 
illustrative analysis, 350 
misstated, 329 

of equipment, railroads, 331 
of way, 330 

per cent of gross revenue, railroads 
333 

per locomotive mile, 336 
per mile of road operated, 333 
percentage of unserviceable equip- 
, ment, 336 

test of ties and rails relaid, 334 
Management : 
importance in analysis, 244 
life insurance, 265 
mining companies, 469 
Manufacturing companies, 422 
Margin of net income, railroads, 345 
Margin of safety: 
bank depositors, 475 # 

calculation for bonds, 227 
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Margin of safety ( cant'd ): 

fire insurance, 530 
•for preferred dividends, 235 
in fire insurance companies, 536 
Market value, for fixed assets, 130 
Marketable securities, not current as^ 
sets, 362 
Mark-up, 201 

Marshall Field and Company, non- 
recurring operations, 247 
Martin, Glenn L., Company, working 
capital, 68 

Maturity, and market price, 483 
McGraw Electric Company, growth, 
433 

McIntyre Porcupine Min a s, Ltd., in- 
vestments, 460 
Meat markets.. ratios, 213 
Meat packing companies; 
depreciation, 219 
inventory valuation, 84 
Mechanization, statement effects, 208 
Mercantile and manufacturing cor- 
porations ; 
characteristics, 422 
statement analysis, 422 
Mercantile credit: 
inducement to grant, 11 
statements for, 11 
terms of, 110 

Merchandise inventory, analysis of, 82 
Merchandise turnover, 114 
Merchandise turnover ratio, cautions 
in using 1 14 

Merck and Company, Incorporated, 
nominal par stock, 34 
Metals, production, 441 
Metropolitan Li% Insurance Com- 
pany, gain and loss exhibit, 513 
Mineral production, 440 
Minos, valuation of, 445 
Mining companies: 
costs, 447 

dividends, 452 * 

fixed costs, 391 
special considerations, 470 
stages of development, 445 • 
working capital, 453 
Mining opportunities, 441 
Mining rights, 456 J 

Mining statements, analysis of, 440 
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Minority interest, in earnings, 563 
Minority stockholders, treatment in 
consolidated balance sheet, 5o8 
Mirage Oil Wells Corporation, 31 
Missouri-Kansas-Texas Railroad Com- 
pany, maintenance per mile, 335 
Missouri Pacific Railroad Company: 
accrued depreciation, 331 
maintenance per mile, 335 
Monetary policy, influence on bank 
earnings, 504 
Monopoly, 547 

Moral hazard, fire insurance, 534 
Moratorium, bank (1933), 477 
Mortality, factors affecting, 512 
Mortality tables, 507, 526 
Mortgaged assets, ratio to secured 
bonds, 161 
Mortgages : 

deduction from real estate, 136 
fire insurance companies, 527 
life insurance companies, 518 
Motor Carrier Act of 1935, 379 
Mutual fire insurance, 535 
Mutual savings banks, balance sheets, 
492 

N 

National Association of Credit Men: 
adoption of uniform statements, 12 
prevention of false statements, 13 
statement form, 251 
National Association of Insurance 
Commissioners, valuation rules, 
519 

National banks: 
combined balance sheets, 473 
deposits and earning assets, 490 
earnings and dividends, 498 
ii vestments, 487 
legal reserves, 478 
percentage balance sheets, 476 
reports required, 471 
return on loans and investments, 
487 

National Bank of Detroit, 562 
National City Bank of New York, ac- 
ceptance liability, 481 
National Dairy Products Corporation : 
balance sheet, 126 


NaVl Dairy Products Corp. {coni' d ) : 
book value for securities, 132, 
capital structure, 151 
National Trust ^Company, Ltd., trust 
accounts, *482 
Net sales, analysis of, 199 
Net tangible assets: 
for bonds, 133 

for stockholders and bondholders, 
131 

Net worth: 
banks, 474 

detailed statement, 156 

in partnership statement, 29 

ratio to fixed tangible assets, 165 

ratio to risk assets (banks), 476 

reserves, 40 

turnover, 166 

use of term, 26 

New York Central Railroad Com- 
pany : 

accrued depreciation, 358 
balance sheet, 356 ♦ 

capital structure proportions, 366 
depreciation rate variation, 331 
holdings in affiliated railroads, 341 
income statement, 318 
length of haul, 325 
maintenance per mile, 335 
nonoperating income, 340 
nonrailroad properties, 375 
operating expenses, 328 
rate of return, 371 
I* real estate holdings, 341 

return on total capital structure, 
368 

revenues, 321 

times fixed charges earned, 343 
traffic and operating statistics, 
348 

New York, New Haven and Hartford 
Railroad Company: 
character of tonnage, 323 
length of haul, 325 
Operating revenues, 326 
New York Stock Exchange : 
disclosure requirements, 144 
influence on accounting, 7 
statement requirements, 15 
New York Times, attitude on state- 
ments, 10 



INDSX 


Nonledger assets, insurance companies, 
* 516 

Nonoperating income: 
analysis, 225 
of railroads, 339 

Nonrecurring gains, income taxes, 232 
Noranda Mines, Ltd., reserves, 459 
Norfolk and Western Railway Com- 
pany, maintenance per mile, 335 
Northern Pacific Railway Company: 
length of haul, 325 
maintenance per mile, 335 
Northwestern Mutual Life Insurance 
Company, mortgage experience, 
522 

Northwestern Steel Company, capital 
structure, 156 
Notes payable, 93 
Notes receivable, 79 
discounted, effect on current ratio, 
106 

trade practice, 79 


0 

Obsolescense, reserve for, 39 
Office equipment, depreciation rates, 
218 

Open market operations, Federal Re- 
serve banks, 495 
Operating costs, 200 
Operating expenses: 
analysis, 216 1 

class I railroads, 328 
Operating ratio: # 
as measure of efficiency, 206 
calculation, 206 
fire-insurance companies, 538 
industrial companies, 423 
public utilities, 206, 395 
railroads, 33ft 

relation to investment turnover, 

207 

Ore in sight, 446 
Ore reserves, 445 
Organization expense, 89 
Other income, 225 

Output costs, direct on ratf* structure, 
402 

Overcapitalization, 153 
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Overhead, problem in cost account- 
ing, 271 

Overstocking, 84 
Ownership interest, 26 


P 

Pacific Gas and Electric Company: 
growth, 433 

hydro power investment, 391 
plant turnover, 390 

Packard Motor Car Company, work- 
ing capital position, 437 
Paper products companies, deprecia- 
tion, 219 

Parent company, 542 
Par value, 29 • 
nominal, 34, 477 
nominal for preferred, 133 
stock without, 33 
Participating preferred stock, 36 
Partly finished goods, value of, 85 
Partnership, balance sheet, 29 
Patents, 144 

Patterns, in balance sheet, 138 
Pennroad Corporation, use of hold- 
ing company, 544 
Pennsylvania Railroad Company: 
as stock guarantor, 36 
maintenance per mile, 335 
Pension payments, tax treatment, 88 
Pensions, analytical importance, 221 
Pepsi-Cola Company, nominal par 
stock, 34 • 

Per unit costs, 270 

Percentage analysis, income account, 
209 

Percentage balance sheets: 
fire and casualty insurance, 536 
national banks, 476 
value, 176 f 

Percentage data on retail stores, 211 
Percentage study, compared to ratio 
chart, 289 

Personal interview, value of, 1ft 
Petroleum, production, 440 
Petroleum companies: 
development costs, 458 
reserves, 463 
risk variations, 443 
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Philadelphia Electric Company, plant 
turnover, 390 t, 

Pittsburgh and Lake Erie Railroad 
Company, ratios of maintenance 
to revenue, 332 

Pittsburgh, Fort Wayne and Chicago 
Railway Company, guaranteed 
stock, 36 • 

Plant turnover, 162, 389 
effect of growth on ratio, 390 
effect of purchasing electric power, 

391 

hydroelectric properties, 391 
Plates and drawings, in balance sheet, 
138 

Pledged accounts: 
danger of concealment, 95 
non-notification plan, 95 
Pledged assets: 

appearance in balance sheet, 79 
banks, 479 
detection of, 263 

Policy loans, by life insurance com- 
panies, 520 

Population, effect upon railroads, 378 
Preferred dividends, calculation of 
times earned, 235 
Preferred stock, 35 
cumulative feature, 36 
in banks, 477 

life insurance investments, 518 
nominal par, 477 
noncumulative, 36 
participating, 36, 235 
place in*capital structure, 158 
redemption, 233 

value for obtaining book value of 
• common stgck, 133 
Premium on bonds, amortization of, 
520 

Pfemium on stock, 30 
Premiums: • 

Jevel, life insurance, 507 
net level, 509 
Prepaid expenses, 88 
natwre of, 55 
Present value, 448 

Price controls, gross profit influence, 

m 

Price fluctuation, effect on stability of 
earnings, 243 • 


Price level: 

effect on fixed assets, 162 
effect on return (public utilities), 
388 " ^ 

effect on sales 'analysis, 200 
effects on current position, 70 
on operating costs (public utilities), 
419 

operating ratio influence, 206 
related accounting principles, 129 
sales analysis, 199 
turnover influence, 117 
utility costs and rates, 408 
Price level changes: 
appraisals, 128 
earnings interpretation, 222 
fixed asset profits, 60 
growth stocks, 433 
valuation problem, 137 
Priorities, business effects, 272 
Pro forma statements, 20 
Procter & Gamble Company, reserve 
for inventory price •decline, 
204 

Production costs, analysis of, 270 
Profit : 
gross, 57 

net operating, 57 

Profit and loss account, railroad ac- 
counting, 317 

Profit and loss statement: 
analysis, 197 
arrangement, 57 
banks, 500 

clean surplus or current operating, 
60 

fiscal year, 47 
function, 46 
illustrated, 49 

importance of good construction, 
61 

nonoperating section, 58 
operating section, 57 
purpose, 18 , 

' relation to balance sheet, 47 
report forfei, 217, 221 
titles, 47 

unusual gain or loss, 59 
Profits : ^ 

ascertained from bank balance 
sheets, 500 
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Profits (cont’d) : 
corrected for inflation. 224 
distinguished from cash increases, 46 
industrial *and otl|pr corporate 
groups, 240 
misuse of term, 57 
on intercompany transactions, 552 
Promotions : 
fraudulent mines, 442 
statements of, 423 f 
Property insurance, types of, 527 
Property taxes (railroads), 338 
Proprietorship, balance sheet, 21 
Provident Mutual Life Insurance 
Company of Philadelphia, valu- 
ation of foreclosed real estate, 
517 

Public Service Company of Indian?!, 
InS., acquisition adjustment, 
387 

Public utilities: 
analysis summary, 420 
capital structure. 158 
characteristics, 381 
dividend policy, 238 
domestic consumption, 409 
earnings. 240 

effect of regulation on accounting, 

5 

electric companies, deprecation, 
219 

external factors affecting statements, 
418 $ 

going concern value, 147 
income account, 395 
municipal competitive advantage, j 
394 

price level changes, 388, 408 
public relations, 409 
revenues, 382 

times charges earned, holding corn- 
panies, .563 

typical residential rates, 400 
Public Utility Holding Company Act 
of 1935, holding* company defi- 
nition, 542 

Publicity, virtue in bank statements, 

493 t 

Purity Bakeries Corporation, treat- 
ment of minority interest, 565 


R 

Radio-Keith-Orpheum Corporation, 
pro forma statements, 20 
Railroad securities, investment, sigr 
cance, 315 

Railroad statements: 
balance sheet. 354 * 
income account, 317 
segregation of freight and passenger 
expenses, 327 
uniform accounts, 317 
Railroads : 
car loadings, 347* 
dividend policy, 238 
earnings, 240 

external factors influencing, 377 
length of hatd bv districts, 326 
loss of coal traffic, 379 
mileage, 315 
new developments, 380 
per cent return on investment, 371 
sources of financial information, 316 
Rate of return: 

bank loans and investments, 487 
effect of lack of market (public 
utilities), 387 

nonoperating investments (rail- 
roads), 373 
railroads, 371 
Rates : 

computation for fire insurance, 534 
interest of investor (public utilities), 
407 

residential electric, 400 • 

Ratings, for bonds, 486 
Ratio analysis: 

accounts payable* 119 • 

cash and receivables to current lia- 
bilities, 168 

common income ratios, 246 
current, 102 

current asset turnover, 121 
current debt to fixed debt, 166 
debt to net worth, 168 
deposits to net worth (banks$, 475 
depreciation to gross revenues 
(public utilities), 417 
diversity factor (public utilities), 398 
duplication, 121 
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Ratio analysis ( cant’d . ) : 
earnings on tangible investment, 4?5 
earnings to fixed charges (holding 
companies), 563 

fixed liabilities to total assets, 166 
' fixed tangible assets to net worth, 
165 

funded debt to working capital, 161 
gross profit, 205 
index of credit strength, 277 
insurance company balance sheet., 
537 

inventory to sales, 113 
inventory to working capital, 123 
LIFO inventories. 117 
load factor (public utilities), 397 
loss ratio (tire insurance), 530 
losses and expenses* to premiums 
(fire insurance), 531 
maintenance to gross revenues (rail- 
, roads). 333 
mixed ratios, 121 

mortgaged assets to secured bonds, 
161 

net tangible assets per share, 133 
net tangible assets to fixed debt, 133 
net worth to risk assets (banks), 476 
operating expenses to operating 
revenues (railroads), 337 
operating ratio, 206 
plant turnover, 162. 389 
plant valuation to capacity, 391 
quick assets to current debt, 108 
quick ratio, 82 
ratio compilations, 104 
receivables to merchandise. 122 
receivables to net sales, 109 
reserves to deposAs (banks), 490 
return on common equity, 236 
return on nonoperating assets, 369 
aefcura on operating property, 369 
return on total investment, 236 
“standard”* ratios, 275 
r surplus to capital stock, 167 
tangible assets to total debt, 160 
time$ interest earned (railroads), 343 
working capital to fixed debt, 133 
working capital turnover, 121 
Ratio charts: 
description of, 286 
illustrated, 288 


Raw materials, inventory, 86 
Real estate: 
in balance sheet, 134 
owned banks, 487 \ 
owned by life insurance companies, 
516 

result of foreclosures, 517 
Real estate loans, 485 
Recapture clause (railroads), 375 
Receipts, distinguished from reve- 
nues, 52 

Receivable companies, 94 
Receivable loans, 79 
Reconstruction Finance Corporation: 
aid to banks, 477 
loans to railroads, 361, 376 
Martin, (llenn L . financing, 69 
National Bank of Detroit, 562 
Rediscounts, 480 
Reference material, 571 
Refinancing expense, 232 
Regulation, effect on business, 246 
Reinsurance reserve, 529 • . 

Remington Rand, Inc., nominal par 
stock, 34 
Renewals, 217 
Rents : 

disclosure of long leases, 227 
in profit and loss statement, 59 
joint facility, 339 
railroad fixed charges, 227 
Rentals capitalisation of, 366 
Replacement cost, depreciation for 
** costs, 223 

Replacement value, disclosure for in- 
ventories, 119 
Repurchase agreements : 
by banks, 480 

in sales of receivables, 81 , 

Reserve ratio : 

Federal Reserve Banks, 496 
‘ minimum lequircmeats for banks, 
490 

Reserves: 
banking, 474,^489 
classification, 38 
contingency, 40, 474 
contingency, life insurance, 524 
depreciation, 38, 163, 355 
discounts to customers, 39 
distinguished from funds, 43 
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Reserves ( conVd ): 
dividend equalisation, 42 
doubtful accounts, 39 
effect on dividendf^, 42 * 

Federal Reserve lianks, 495 
fixed liability, 150 
for inventory price declines, 40 
for pensions, 150 
for product warranty, 41 
funded, 44 # 

hidden, 488 
illustrated, 37 

m computing net worth, 133 
insuictnce, 364 

inventory price decline, 204 

legal (banking). 478, 489 

loan valuation, 474 

objections to term, 39 • 

obsolescence, 39 

of life insurance companies, 508, 522 

offsetting assets, 38 

operating, 364 

oso, 446 

pensions, 40 

reinsurance, 529 

retirement (public utilities), 411 

secondary, 490 

self-insurance, 41 

sinking fund, 42 

surplus, 150 

taxes, 40 

unearned premiums, 529 
valuation, 39, 458 
when a liability, 40 
when a surplus, 40 
working capital, ,42 
Retail Credit Survey, 111 
Retail stores: 
average collections, 112 
average stock turnovers, 116 
operating and merchandising ratios, 
213, 21* 

Retained earnings, 34 
Retirement expense :# 
of public utilities, #11 
of railroads, 332 

Retirement reserves, public utilities, 
4U 

Revenue, 52 , 

Revenues, 197 
analysis for jrailroads, 321 


Risk assets, 476 
frisks: 

fire insurance companies, 534 
mining, 443 

Rock Island Company, holding com- 
pany device, 546 % 

Royal Bank of Canada, valuation of 
securities, 493* 

Rubber companies, depreciation, 219 


Safe Harbor Water Power Corpora- 
tion 391 * 

St. Louis and O’Fallon Ra'lway case, 
374 

St. Louis-San Francisco Railway Com- 
pany, capital structure, 366* 

Sales : 

analysis, 197, 269 
nonoperating, 200 
Savings and loan associations, 471 
Savings bank law on railroad bonds, 
366 

Seaboard Air Line Railroad Com- 
pany : 

capital structure, 366 
maintenance per mile, 335 
receivership, 361 
Sears, Roebuck and Company: 
manufacturing activities, 163 
scrip dividend, 96 
treatment of mortgages, 136 
Seasonal variation : » 

current debt, 264 
effect on current ratio, 103 
effect on turnover, 116 # 

working capital Seeds, 100 
Securities, gain or loss on sale, 232 
Securities and Exchange Commission: 
.irtset valuation disclosure, 31 
financial statement requirements, 
291-309 

influence, 15, 61 
influence on accounting, 7 
mines, 455 

nonrecurring gains, 232 
reports on investment headings, 

140 

security regulation, 7 
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p Securities and Exchange Com .(cont’d): 
supplementary information re- r 
quired, 280 

Select and ultimate method (life in- 
surance), 509 
Stelf-insurance, 265 
Selling expenses, allocation of, 271 
Serial maturities, • depreciation funds, 
230 

Sherman Anti-Trust Act, relation to 
holding companies, 547 
Shoe manufacturers, charts of sales 
and net income, 286 
Shoe stores, ratios, 213 
Single-name paper, 484 
Sinking fund, 141 
check upon, 264 
depreciation funds, 23fl 
separation from cash, 76 
Sinking Jfund reserve, 42 
Sijse, effect on grocery stores, 215 
Source and application of funds state- 
ment, 172 

compared with summary of balance 
sheet changes, 187 

Southern California Edison Com- 
pany: 

government competition, 419 
hydro power investment, 391 
plant turnover, 390 
Southern Company; 
capital structure, 559 
consolidated balance sheet, 560 
consolidated income statement, 564 
statement* of holding company, 551 
use of holding company, 548 
Southern Electric Light and Power 
Company, depreciation reserve, 
* 412 4 

Southern Pacific Company: 
maintenance per mile, 335 
Natron cut-off, 347 
Southern Raifway Company: 

* lehgth of haul, 325 

maintenance per mile, 335 
Stability of earnings: 
conditions determining, 242 
measurement, 239 

Standard^Gas and Electric Company : 
f noncompetitive subsidiaries, 54V 
use of holding company, 547 , 


Standard Oil Company of New Jersey, 
use of holding company, 544 
“Standard” ratios, use in credit analy- 
sis, 275 j # 

Statement: 
of earned surplus, 51 
of earnings, 47 

of income and earned surplus, 47 
of income and expense, 47 
of income, profit and loss, 47 
of operations, 47 
of receipts and disbursements, 52 
Statement of Affairs, use of, 20 
Statements, cash basis, 52 
Steam-boiler insurance, operating 
costs, 533 

Stock : 

authorized but. unissued, 155 
book value, 133 
book value per share, 35 
declared value. 33 
double liability, 31 
fully paid, 30 
growth of book value, 191 
guaranteed, 36 
held by banks. 486 
investments by life insurance com- 
panies, 518 

limitations for fire insurance com- 
panies, 539 

options to purchase, 155 
preferred, 35 
sold at premium, 30 
treasury, 142 
value, 31 

without par value, 33 
Stock dividends, 96 
adjustments for. 191, 427 
advantages, 157 
after asset appraisal, 130 
as source of funds, 172 
disadvantages, 157 * 

from capital surplus, 155 
Stock splits, 96 » 

adjustments, 467 
Stock subscriptions unpaid, 30 
Studebaker Corporation, working capi- 
tal, 437 

Subscriptions* prepaid, fifr 
Subsidiary companies, 542 
accounts receivable fwm, 140 



Subsidiary companies ( conVd ): 
of railroads, 339 
reports of, 567 
retention d J earniijp^, 226 
Supplementary information, 249 
for investors, 280 
Supplies inventory, 87 
Surplus : 

appropriated, 156, 346 
as source of funds, 174 
banks, 474 
capital, 34, 155, 553 
clean surplus, 60 
“clean surplus” doctrine, 232 
discovered increment, 456 
earned, 34 

from capital gain or loss, 60 
from reappraisal, 130 
hidden, 157 
in balance sheet, 155 
in consolidated balance sheet. 553 
initial, holding company, 554 
limitation on stock purchases. 14 
mutual life limitation, 524 
paid-in, 32 

ratio to capital stock, 167 
reserves, 40, 150 

reserves, transfer to surplus, 233 
statement of, 211 

to policyholders of life insurance, 
524 v 

Surplus charges, prior year expenses, 
59 

Surplus reconciliation, 61 
Surplus statement: 
illustrated, 321 , 

New York Central Railroad, 345 

T 

Tangible assets, 131 
Tax liability, railroads. 364 
Taxation, effect on business, 246 
Taxes (see also Income taxes) : 
in profit and loss statement, 59 * 
on foreclosed real estate, 517 
preference of, 28 
railroad, 338^ 

significance in analysis, *2? * 
war increase illustrated, 209 
Telephone companies, revenues, 382 
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Tennessee Valley Authority, joint cost 
i allocations, 394 
Term loans, dependence on earnings 
249 

Terms of sale, 111 

Texas Company, nonsubsidiary ear*j 
ings, 226 

Textron, Incorporated, LIFO profit 
203 

.Time deposits, 478 

investment policy ‘for, 491 
Times interest earned : 
calculation for bond interest, 227 
holding companies, 563 
junior bonds, 22<f 
low interest rates, 229 
nonrecurring items, 235 
railroads, 343 
standards, 229 
Ton-miles, 322 

Trade acceptances, characteristics, £0 
Trade credit, 110 
Trade debtors, 78 
Trademarks, 144 

Trading on equity, influence on re- 
turn, 194 

Traffic density, 322, 347 
Traffic expenses, nature for railroads, 
328 

Traffic lability, 322, 324 
Tramload, factors affecting, 347 
Tram-miles, 346 

Transit companies, revenues, 382 
reimportation Act of 1920, 372 
attitude toward consolidations, 378 
recapture clause, 375 
Transportation expenses, nature for 
railroads, 329 i 

Transportation ratio, 339 
Tra\ elers < hecks, 480 
Treasury bonds, in balance sheet, *155 
l »sury securities: 
analysis, 142 
pledged, 364 

Treasury stock, Illinois law, 142 
Trend percentages, 181 # 

Truck transportation, competition 
with railroads, 379 
Trusteeship, m balance sheet^iSl 
Turnover : 

accounts payable, 119 
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Turnover ( cont'd): 
current assets, 121 
inventory, 213 

inventory, effect on earnings, 243 
merchandise, 114 
*net worth, 166 
plant, 162, 389 
receivables, 109* 
working capital, 121 


U 

Unadjusted credits.^ 364 
Unadjusted debits, '363 
Undivided profits, banks. 474 
Unearned discount: 
as valuation accounts 55 
effect of, 55 
Unearned income, 96 
Unearned premium reserves, 529 
Unearned subscriptions, 97 
Unfilled orders, liability for, 269 
Uniform accounts, railroads, 316 
Union Electric Company of Missouri, 
plant turnover, 390 
Union Pacific Railroad Company, 
investments, 139 
length of haul, 325 
maintenance per mile, 335 
subsidiary annual reports, 567 
Unit costs, mining, 464 
United Air Lines, Inc.: 
self-insurance reserve, 41 
stutement#of earnings, 209 
United Corporation, use of holding 
company. 546 
United .States obligations: 
basis for deposit Sxpansion, 495 

• in bank statements, 483 
owned by banks, 486 
treasury tax notes, 107 

United States 9 Stecl Corporation: 

* depreciation policy, 220 
growth, 433 

use of # holding company, 544 
V 

E Valuation : 

assets, not useful, 134 


Valuation ( cont'd ) : 
assets purchased with securities, 25 
bank assets, 493 
by index liunijpers, 137 • 
for balance sheet purposes, 125 
foreclosed real estate, 517 
good will, 145 
in accounting, 22-24 
in consolidated balance sheet, 552 
inventory. 23, 83, 203 
investments, 87 

investments for fire insurance com- 
panies, 540 

life insurance investments, 519 
liquidation value, 131 
market value, 130 
meat packing inventory, 84 
tif bonds by banks, 486 
of mines, 415 

present value problem, 448 
railroads, 374 
receivables. 24, 109 
replacement standard, 127 
reserves, 39, 458 
reserves and taxes, 459 
surplus working capital, 461 
Vaiicty chains, analysis of expansion, 
433-436 

W 

Wabash Railroad Company: 
capital structure, 366 
♦maintenance per mile, 335 
Wages, preference of, 28 
War influence, upon balance sheets, 
170 

Warehouse receipts, 484 
Warner Brothers Picture's, Inc.: * 
foreign assets, 77 
pledged assets, 79 

W filer companies, depreciation prac- 
tice, 417 

Watered stock, 15? 

West Penn Eleftric Company, sup- 
plementary statistics, 567 
Western Auto Supply Company: 
sale and leaseback, n 
sale of receivables, 81 
Western Union Telegraph Company: 
depreciation and debty230 
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Western Union Telegraph Co. (cant'd)' 
long-term leases, 160 
return to cost, 389 
Wostmghnusb Electric Corporation : 
depreciation policy, *220 
growth, 433 

** Where got” and “Where gone” state- 
ment, 168 

White, S. S. t Dental Manufacturing 
Company, foreigh assists, 77 
Whifo Motor Conipanv, working capi- 
tal position, 438 

Wieboldt Stores, Inc., LIFO effects, 
204 

“Window dressing,” 106 
Wisconsin Power and Light Com- 
pany, new plant efficiency, 393 
Woolworth, F. W., Company, gi al 
will, 153 

Work m process inventory, 85 
Working capital: 
advantages of ample, 101 
analysis 63 

as \ a luation factor, 461 
comparative analysis, 122 
comparisons, 68 


1 Woi king capital (coat'd). 

I j deficit, 64, 70 
definition, 63 

diversion for fixed assets, 74 
dividend influence 238 
effect of earnings, 362 
effect of operating losses, 72 
extraordinary losses 73 
/actors determining reqnux ments, 
99 

for bond and stock reduction, 71 
importance of adequate, 70 
interest to creditor, 04 
mines, 453 

needs tor expansion, 74 
points ol analysis 180 
problem of analysis, 75 
public utilities 386 
railroads, 359 
ratio study, 102 
ratio to funded debt, 161 
I rata) to invent oiy, 123 

relation to business failure, 437 
summaiv of changes in, 174 
turnover, 121 

use for dividends and interest, 72 



